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FOREWORD 


About a decade ago, Law and Contemporary Problems published an issue on 
“Combating the Loan Shark.”’ The present symposium discusses subsequent de- 
velopments in the small loan field. On the one hand, the battle against the loan 
shark continues and is slowly being won. On the other hand, new problems have 
appeared which introduce further complexities into the overall field of consumer 
credit, of which small loans constitute a significant part. 

During the last few years, several states have enacted the Russell Sage Model 
Small Loan Law and thus effectively stamped out loan shark activities within their 
borders. Other states during this period have modernized their existing small loan 
laws with beneficial effects. Consequently, today approximately 80 per cent of the 
United States by population has reasonably adequate protection against the loan 
shark. Unfortunately, there still remains a hard core of approximately a dozen 
states, concentrated largely in the south and southeast, where, because of unrealistic 
usury laws which make impossible profitable, legal, commercial small loan operations, 
the loan shark continues to be the primary, if not the sole, source for small loans. 
This situation is daily becoming more serious because many of these states—for 
example, Texas, Georgia, and North and South Carolina—are undergoing rapid 
industrialization with a correspondingly increased need and demand for legitimate 
sources for small loans for wage-earners. It seems inevitable that these states some 
day will enact legislation which will adequately cope with this problem, but it is 
disappointing that progress in this respect continues to be so slow. 

Moreover, even in states with satisfactory model small loan laws, other factors are 
creating problems. In these days of inflation and rising costs and prices, the size of 
loans has tended to increase in response to the borrowers’ needs and desires for 
larger sums and the lenders’ needs for larger profits with which to offset increased 
overhead costs of operation. Reflecting this trend has been a movement to increase 
the statutory ceiling in small loan laws from $300 to $500 or even more. Such a 
change may present serious dangers. As Mr. Smith points out, there is even today, 
and probably always will be, an urgent demand for the truly small loan of $25 to 
$50 or less to meet family or other emergencies. For this type of small loan, usually 
no source exists except the small loan operator, and it was in recognition of this 
fact that the small loan laws were enacted. If, therefore, the legitimate small lender 


78 Law & ConTemp. Pros. 1-206 (1941). 
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voluntarily withdraws from this area, inevitably the loan sharks will replace him. 
On the other hand, the larger loans probably can always be supplied, as they are in 
part today, by commercial banks and other sources. We must not forget that the 
main purpose of the small loan law is to meet the urgent needs, still present even 
in days of inflation and prosperity, for the truly small loan of $25 to $50 or less. 
Accordingly, the small loan operators must not shirk their responsibilities in this 
field and thus frustrate the primary objective of the small loan laws. 

Most legitimate small loan companies, and even loan sharks, customarily do not 
attempt to obtain really adequate security from borrowers other than character and 
personal integrity. Actually, of course, if the borrower could give such security, he 
could probably obtain the loan from a commercial bank or other customary channel 
of credit. Recently, however, there has developed in certain places considerable 
pressure among lenders to have borrowers furnish for small loans certain types of 
insurance: either health, life, or accident insurance on the borrower; or some type 
of insurance on any chattels, such as an automobile, constituting security for the 
loan. It is quite possible that where the borrower really desires such insurance, 
this practice may then serve a useful purpose even though it does increase the cost 
of the loan to him. Where, however, the insurance is forced upon the borrower by 
the lender, though ostensibly for the mutual benefit of both, it seems an unwarranted 
expense if paid for by the borrower. Furthermore, it is most unlikely that pro- 
hibition by the legislature of such insurance in connection with small loans, except 
where the borrower of his own volition buys the insurance from the lender, can 
effectively be enforced. Most small borrowers are inevitably only too sensitive to 
subtle and indirect hints and pressures from their lenders concerning the voluntary 
purchase from the lender of such insurance in connection with obtaining much 
needed loans. If, in addition, as in certain states such as North Carolina, the lender 
personally profits through commissions upon the sale of such insurance to his bor- 
rowers, it is evident that by means of these tie-in insurance sales the lender may be 
able easily to evade legal restrictions on interest rates and charges for small loans. 
The resulting profits from such tie-in sales may quickly revive loan shark activity. 
Accordingly, whether the loan is protected by insurance or not, the lender should 
not be permitted any personal profit from the insurance in addition to his permissible 
legal rate of return on the loan itself. Whether the lender’s charges are stated as 
one all inclusive rate denominated “interest,” or whether they are broken down into 
various categories, such as interest, service charges, fees, insurance, etc., would seem 
of far less importance to the borrower than the fact that the total cost to him, in 
either case, should not exceed a fair maximum which is sufficiently high to permit 
and encourage legitimate lenders to operate at a reasonable profit. 

Perhaps the most striking development in the small loan field of late has been 
the tremendous increase in the credit supplied by others than the small loan com- 
panies to consumers. Commercial banks, industrial banks, credit unions, installment 
sales finance companies, in the last decade have greatly expanded their supply of 
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consumer credit and in many cases are operating today, at least in part, in the small 
loan field. The large-scale entry of these other sources of credit into the small loan 
field creates problems which are thus far largely unsolved. For example, although 
there is inevitably some competition and overlapping among these credit agencies, 
yet in some cases this may not be true. Commercial banks tend to service the larger 
and usually better secured consumer loans. It is difficult, for example, to imagine 
a negro day laborer in the south obtaining a small loan from a commercial bank. 
There is a serious danger, however, that this may result in the commercial banks 
and other credit agencies skimming off the cream, so to speak, of consumer credit. 
This not only leaves unsatisfied the needs of those who most require true small 
loans, but also makes it more difficult for them to obtain such loans elsewhere at 
reasonable rates. If the lenders servicing the true small loan have left to them only 
the riskier and less profitable types of credit operations, they must inevitably increase 
their charges. 

In most states, all these different sources of consumer credit function today under 
separate and unrelated statutes which frequently give unfair and unjustified ad- 
vantages, in the way of maximum returns or allowable fees and charges, to one 
type of lender as compared with another. Thus, in some states, an installment sale 
may be completely unregulated in so far as fees and charges are concerned, since 
it is not regarded as a loan subject to the general usury statutes. Frequently, credit 
unions, industrial banks, and the consumer loan departments of commercial banks 
are granted special exceptions from the general usury laws, with no legal safe- 
guards, comparable to those of the Model Small Loan Law, provided for protection 
of their borrowers. The need exists and daily becomes more urgent for the formula- 
tion of a model code for all sources of consumer credit. Such a code must recognize 
the legitimate differences among the various credit agencies, but it must give the 
borrower adequate protection whatever the source of his credit. One state, Missouri, 
by reason of its peculiar constitutional provisions, has already been forced to adopt 
this approach. Other states are moving in this direction. The time would seem 
appropriate for the American Law Institute or the Commissioners on Uniform State 
Laws to give such a project serious consideration. 

Rosert Kramer. 





PROGRESS AND PROBLEMS IN REGULATION 
OF CONSUMER CREDIT* 


F. B. Huspacnext 


An article entitled “The Development of Regulatory Small Loan Laws” by this 
author in the 1941 Winter issue of Law and Contemporary Problems dealt with 
the development of regulatory small loan laws during the period ending about 1940. 
The purpose of the present article is to review subsequent developments in the 
same general field. It cannot cover precisely the same field because the periods 
1916-1940 and 1940-1953 were basically different in significant respects. Some 
factors carried over but during the latter period the problems arising from the com- 
plexities of legitimate consumer lending were added to those of eliminating the 
illegal high-rate lender. The loan shark problem remains the crux but others have 
been created. 

It is virtually impossible to draw a date line across this subject and state the then 
existing conditions accurately. Statutes and decisions can, of course, be dated but 
basic changes occur gradually. Events which seem mere incidents at the time 
emerge later as indications of a trend. To generalize with reasonable accuracy on 
this subject one can seldom refer to a specific date, but must use a longer period. 
Accordingly, “1g40” and “1953” will be used in general statements herein as approxi- 
mations only. 

The loan shark evil is a modern, specialized aspect of the problem of usury. 
Whereas usury laws go back through the centuries, the loan shark did not begin 
to become an acute economic problem until the industrial revolution started in the 
eighteen seventies. It developed with the movement of population from rural to 
urban areas, the mechanization of industry, mass production, and dependence on 
paychecks. It is a concomitant of the wage system. Births, deaths, illnesses, un- 
employment, changes of residence, educational needs, misfortunes, or improvidence 
found families lacking reserves of food, clothing, shelter, or money and without 
land or skills by which they could sustain themselves. Borrowing or charity be- 
came their only means of emergency relief. 

The bare costs of small installment loans to wage earners could not be covered 
by the percentage charges permitted under orthodox usury laws. Legitimate lenders 
could not supply the constantly growing demand at a loss. Charitable organizations 


*The author acknowledges with appreciation the collaboration of Charles S. Kelly and Roger S. 
Barrett and the assistance of Charles C. Ulrich, all of the Chicago bar. 

+ A.B. 1915, LL.B. 1922, University of Minnesota. Member of the Illinois and Minnesota bars. 
General Counsel, Household Finance Corporation, since about 1928; Chairman of Law Committee, 
American Association of Personal Finance Companies, for many years until 1941; Chairman of Com- 
mittee on Law Bulletin, Law Forum of National Consumer Finance Association. Author, ANNOTATIONS 
on SMALL Loan Laws (RussELL SaGE FounpaTION, 1938). 
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could scarcely begin to cope with it. The borrowers lacked business experience and 
the ability to enforce their meager legal remedies. Their need made them desperate. 
Their only source of credit or loans was the money bootlegger, whose extortionate 
charges and harsh collection methods earned the term “loan shark.” 

These economic and social changes had been gradual and only a few realized 
that they called for drastic changes in the usury laws. Lawmakers clung to the 
age-old concept that charging over 6 per cent was malum in se, and hence the 
sorry succession of efforts to put out the economic fire by statutory prohibitions 
and penalties. Inevitably the conflagration raged hotter. 

Eventually, starting in the eighteen nineties, a few industrialized states were 
forced to a more realistic attitude. They enacted experimental laws which timidly, or 
unconsciously, recognized that wage earners must borrow when the thin gap between 
wages and necessities closed. Finally, in 1907, the Russell Sage Foundation entered 
the lists as a champion of the wage earner, and combating the loan shark then 
began in earnest. By 1916 the Uniform Small Loan Law’ had been drafted as the 
weapon for that purpose. 

This law has virtually eliminated the loan shark wherever it has been enacted in 
full. It has done so by permitting a regulated, commercial, competitive source of 
consumer loans to operate at much lower than the loan shark’s rates though sub- 
stantially higher than ordinary usury limits. By 1940 there was wide public ac- 
ceptance of this law and the operations under it. The most serious opposition to its 
maintenance and extension came from loan sharks operating in unregulated states, 
licensees who wished to capture additional profits, and other lenders whose opera- 
tions would be affected. 

That was the situation when the earlier article was written. What are the most 
important subsequent developments? What influences have been at work and what 
changes have they produced? 

Because the important developments during this period include legal, economic, 
and social changes which affect business and government and the daily lives of our 


people, it is impossible to review them chronologically, by cause and effect, or on 
any other single plan. There are, however, certain crisscrossing lines of cleavage 
which suggest the following headings under which appropriate material may be 
grouped: 


? Terminology. Because consumer loans are small in comparison with business or productive loans, 
the former came to be known as “small loans,” and the laws regulating lenders making them came 
to be known as “small loan laws.” These terms are now inappropriate as they do not refer to the 
distinguishing characteristics of consumer loans—that they are made to finance consumer needs and 
are repayable in installments. “Consumer loans” and “consumer finance” are being used increasingly 
to describe such loans, The broader term “consumer credit” is universally used to mean both con- 
sumer loan and sale credit, the latter being extended as an incident of a sale transaction, Because of 
the variety of laws regulating the making of consumer loans, however, the laws providing the 
primary regulation are still called “small loan laws” when necessary to distinguish them from other 
consumer loan laws. Lenders doing business under small loan laws are usually the only group which is 
licensed, and hence they are often called “licensed lenders” or “‘licensees.” 
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I. Influence of Russell Sage Foundation. 
II. Small loan legislation—recapitulation. 
III. Newer types of consumer lenders—their regulation. 
IV. Larger loans and smaller profit margins. 
V. Convenience and advantage provision. 
VI. Credit life and disability insurance. 
VII. Special constitutional problems. 
VIII. Trend toward a code. 
IX. Regulation W—economic considerations. 
X. The present situation. 


I 
INFLUENCE OF RussELL SAGE FOUNDATION 


To the Russell Sage Foundation, an endowed philanthropic agency, must be 
credited the sound statutory foundation of the small loan (consumer finance) busi- 
ness.” The Foundation began its work in the remedial loan field in 1907.° Its 
studies dislosed a vital need for small loans among wage earners which was not 
being met by orthodox lenders but rather by loan sharks who cruelly exploited their 
victims. One result was the drafting in 1916 of the model Uniform Small Loan 
Law which has been the guide for all effective subsequent small loan legislation.* 

The following over-all, inclusive, maximum monthly rates, computed strictly on 


the unpaid principal balances of money actually advanced to the borrower, without 
discounting or compounding, are allowed by existing small loan laws on all or a 
portion of the loan balance: 3-4 per cent in 7 states, 3 per cent in 19 states, 2-14 per 
cent in 6 states, 2 per cent in one state, and slightly over 2 per cent in 2 states; and 
one state provides for interest and fees. 

After releasing its first draft of USLL, the Foundation continued to observe 
and study consumer finance and the effects of laws regulating its various aspects. 


* For development of laws regulating the small loan (consumer finance) business, see the following, 
all published by the Russell Sage Foundation (New York): RoBINSON AND NUGENT, REGULATION OF THE 
SMALL Loan Business (1935); GALLERT, HiLBoRN AND May, SMALL Loan LEGISLATION (1932); HuBa- 
CHEK, ANNOTATIONS ON SMALL LoAN Laws (1938); and GLENN, BRANDT AND ANDREWS, RussELL SAGE 
FouNDATION 1907-1946 (1947). 

* GLENN, BRANDT AND ANDREWS, id. at 65. 

* The principal features of the Uniform Small Loan Law have been summarized: ‘(1) licensing . . . 
of lenders; (2) special authorization to licensees . . . to charge a maximum monthly per cent rate on 
unpaid balances, which is substantially greater than the general usury maximum; (3) prohibition against 
extra charges; (4) detailed regulations as to the conduct of business by licensees; (5) prohibitions against 
evasions by licensees and non-licensees; (6) supervision by a state official; (7) criminal and civil penalties 
for violations; (8) maximum loan size to which the act applies, originally $300 but usually $500 or 
more in recent legislation; (9) exemption of banks, industrial banks, building or savings and loan 
associations, credit unions, and pawnbrokers. The regulations as to the conduct of business are designed 
to protect small borrowers from the fraud and oppression possible because of their inadequate bargaining 
position. These include, for example, a prohibition against misleading advertising and requirements that 
the lender give the borrower a statement of his loan transaction and a receipt for each payment. Un- 
licensed lenders, unless expressly exempted, are specifically limited to the maximum provided by the 
usury law and are subject to severe penalties for exceeding this maximum either directly or by subterfuge.” 
Rocer S. Barrett, CoMpiLaTion oF CoNsUMER Finance Laws xiv (Nat. ConsuMER Fin, Ass’N, 1952). 
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Its published material and presentations at hearings gained the support of legislators, 
public officials, Better Business Bureaus, Legal Aid Societies, labor unions, philan- 
thropic organizations, and other public spirited groups, for legislation which it recom- 
mended. Seven drafts of the Foundation’s uniform bill were published, the last 
in 1942. The basic principles of the first draft were continued in all later drafts. 
Changes merely improved the law to meet changing conditions.° 

By 1942 the Russell Sage Foundation had come to believe that its work in this 
field was largely completed. The principles of sound regulation and rate statement 
had been tested, proved effective, and accepted. Thereafter the Foundation di- 
minished its activity. The untimely death of Dr. Rolf Nugent® shortly after World 
War II ended its active participation, though the influence of its pioneer work of 
course continues to be a vital factor. 

No like agency has emerged to assume the role of protector of the consumer 
debtor. Without the leadership of a strong and universally respected agency, dedi- 
cated to the public good, the movement for firm, consistent regulation of all con- 
sumer creditors has faltered. In many cases, fundamental differences in the 
statutory treatment of different types of lending institutions which are actually 
distinguished from each other only by their names and business histories, have 
been perpetuated instead of being broken down. A few states have recently 
abandoned some of the basic concepts of the Uniform Small Loan Law. 

Studies of small loan and sales finance problems are being continued by pro- 
fessors and research institutions. This promotes an understanding of consumer 


credit and provides a constructive influence on regulatory legislation. The efforts, 
however, are uncoordinated and insufficiently publicized. Although the National 
Consumer Finance Association and its Law Forum have published much useful 
material,’ there has been no impartial headquarters for the dissemination of findings 


or publications. 

Since 1942 there has been moderate need for revision of the Uniform Small Loan 
Law. To meet this need the National Consumer Finance Association in 1948 
drafted and published a Model Consumer Finance Act which preserves the basic 
features of the Uniform Small Loan Law. It differs in important details and it 
has been considerably simplified, continuing a process started by the Foundation. 
It is an endorsement and perpetuation of the principles of the Uniform Small Loan 
Law. 


*For differences between the drafts, see historical discussion following each annotated section in 
HUBACHEK, Op. cit. supra note 2; Foreword by Nugent, id. at vii; Historical Development by Nugent, 
id. at 193. 

° Dr. Nugent was the last Director, Department of Consumer Credit Studies, Russell Sage Foundation, 
succeeding Mr. Leon Henderson. 

7 BARRETT, op. cit. supra note 4; BARRETT AND ULRicu, INDEX To LEGAL LITERATURE ON REGULATION 
or CONSUMER INSTALLMENT LENDING AND ON Usury Laws (1940); BARRETT AND ULRICH, SUPPLEMENT 
TO ANNOTATIONS ON SMALL Loan Laws (mimeographed, 1948); HALLER, ConsUMER INSTALLMENT LOANS 
(bibliography, 1945); SuRvEY oF SoLprEeRs’ AND SarLors’ Civit ReELieF Act IN RELATION TO CONSUMER 
CreEvir OBLIGATIONS (1950); OPERATING INSTRUCTIONS FOR BANKRUPTCY (1951); FEDERAL Laws AND 
THEIR APPLICATION TO THE CONSUMER FINANCE BusiNEss (mimeographed, 1952); Consumer Finance Law 
Bulletin, published quarterly since June 1947; Model Consumer Finance Act (1948). 
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II 
SMALL Loan LEcISLATION—RECAPITULATION 


When “Combating the Loan Shark” was written, 27 states had effective small 
loan laws resembling one or more drafts of the USLL, three states had partially 
effective small loan laws, and five had laws resembling the USLL which were in- 
effective because the permitted rates were too low.® Since then six additional states 
(Idaho, Nevada, Oklahoma, South Dakota, Washington, and Wyoming) have en- 
acted small loan laws either patterned on or strongly influenced by the USLL, 
although the laws of all these states except Idaho and Washington are deficient in 
important respects. The 36 states now having effective or partially effective small 
loan laws include most of the large industrial states and have about 79 per cent of 
the United States population against about 74 per cent in 1940.2 Under these laws, 
small loans totaling $2,671,000,000'° were made in 1952. 

Late in 1939 the Canadian Parliament enacted a small loan law applicable 
throughout the Dominion, based on the USLL principles, with a $500 loan limit, 
effective January 1, 1940." 

In addition to the extension of regulation to new states, progress has been made 
since 1940 in the improvement of then existing laws. The Uniform Small Loan 
Law was substantially strengthened in the fifth draft (1932) by the addition of 
broad discretionary powers. The most important were discretionary licensing on 
the basis of various criteria, power to prohibit dual business operations, and power 
to adopt rules and regulations. These provisions have since been adopted in many 
states, either as a part of new small loan laws or by amendment of existing laws. 
Much of this progress has occurred since 1940. The number of small loan laws 
having the convenience and advantage licensing restriction increased from 13 to 
23;'* the number delegating rule making power increased from 15 to 30;'* and the 
number having a dual business restriction increased from 15 to 24.'* 

That is the score of principal accomplishments since 1940 in extending the 
frontiers against loan sharks and improving the situation in previously regulated 
territory. How much remains to be done? 


* Hubachek, The Development of Regulatory Small Loan Laws, 8 Law & ConTEMP. Pros. 108, 123 
(1941). Effective laws: Ariz., Cal., Conn., Fla., Ill., Ind., Iowa, Ky., La., Me., Md., Mass., Mich., Minn., 
Mo., N.H., N.J., N.Y., Ohio, Ore., Pa., R.I., Utah, Vt., Va., W. Va., Wis. Partially effective laws: Colo., 
Neb., N.M. Ineffective laws: Ala., Ark., D.C.,Ga., Tenn. For citations to and reprints of small loan, usury, 
and related laws, as of 1952, see BARRETT, op. cif. supra note 4. 

°U. S. Census or PopuLaTion (1950); CuRRENT PopuLaTION Reports, PopuLaTiIoN Estimates (Bur. 
or Census, U. S. Dept. oF ComMERcE, March 24, 1953). 

7° 39 Fep. Res. Butt. 276 (March, 1953). 113 Geo. VI, c. 23, c. 30, §12 (1939). 

1? Having restriction in 1940: Conn., Ill., Ky., Mich., Minn., N. J., N. Y., Pa., R.I., Utah (in banking 
law), Vt, W. Va., Wis. Subsequently adopting restriction: Idaho, La., Md., Neb., Nev., N.M., Ohio, 
Okla., Ore., Wash. 

8 Rule-making in 1940: Cal., Conn., Ill., Ind., Ky., Mass., Mich., Minn., N.J., N.Y., R.L, Utah, Vt., 
W. Va., Wis. Subsequently authorizing rule-making: Colo., Fla., Idaho, Iowa, Mo., Neb., Nev., N.M., 
Ohio, Okla., Ore., Pa., $.D., Va., Wash. 

™ Having restriction in 1940: Cal., Conn., Ill., Iowa, Ky., Mich., Minn., N.J., N.Y., Pa. RL, 
Utah, Vt., W. Va., Wis. Subsequently adopting restriction: Idaho, La., Neb., Nev., N.M., Ohio, Okla., 
Va., Wash. 
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Loan sharks still operate to varying extents in the District of Columbia, Alabama, 
Arkansas, Delaware, Georgia, Kansas, Mississippi, Montana, North Carolina, North 
Dakota, South Carolina, Tennessee, and Texas—all because of the lack of effective 
small loan laws. Where these unregulated areas are bordered by states having 
modern small loan laws, the loan shark situation is improved by the access of con- 
sumers to legitimate loan facilities. 

Loan sharks also operate to a relatively minor extent in states having deficient 
or only partially effective small loan laws. The task there is to modernize such 
laws. 

The 1953 loan sharks are a hardy, agile lot, conditioned by having survived half 
a century of efforts to eliminate them. As always they thrive best in the centers 
of population where dependence on wages is greatest. But today industry flourishes 
in small towns and this is being accelerated by the national policy to disperse large 
plants. Eight of the twelves states remaining unregulated are in the south where 
industrialization has been recent and high-rate illegal lenders are most strongly 
entrenched. 

There are indications pointing toward the extension of remedial legislation, 
however. The increased loan shark activity that has come with industrialization 
has aroused new public interest in the problem. Rumblings of public discontent 
with unregulated lenders are heard in all the unregulated states. In Arkansas, the 
unconstitutionality of a 1951 loan law and the futile attempt in 1952 to amend the 
constitution were widely publicized and may have laid the ground work for con- 
structive action. In Texas, bar association committees and many others are earnestly 
striving for law enforcement and a constitutional amendment. In Kansas, the At- 
torney General has recently instituted injunction and receivership proceedings 
against numerous loan shark offices.® All these situations will, of course, be liqui- 
dated eventually. 

Ill 


Newer Tyres of ConsuMER LENDERS—THEIR REGULATION 


Before 1917 loan sharks were virtually the sole commercial source of loans to 
finance family needs. The principal objective of the original small loan laws 
therefore was to eliminate loan sharks and create a regulated, comparatively low 
cost source of credit to replace them. Other lenders, notably banks, were specifically 
exempted from the privileges, regulations, and penalties of the small loan law. 
Sales finance transactions have usually been held not to be loans and thus sales 
finance companies were, in effect, exempted.’® The operations of Morris Plan 

*® Kansas City Times, Aug. 6, 1953, p. 1; Kansas City Star, Aug. 5, 1953, p. I. 

1©See Cady L. Daniels v. Fenton, 97 Colo. 409, 50 P. 2d 62 (1935); Black v. Contract Purchase 
Corp., 327 Mich. 636, 42 N. W. 2d 768 (1950); People v. Morse, 270 Ill. App. 207 (1933); Porter 
v. Stolkin, ror Ind. App. 705, 200 N. E. 74 (1936); General Motors Acceptance Corp. v. Swain, 176 
So. 636 (La. App. 1937). Such transactions are occasionally held to be loans under the usury laws. 


E.g., Hare v. General Contract Purchase Corp., 220 Ark. 601, 249 S. W. 2d 973 (1952); Schuck v. 
Murdock Acceptance Corp., 220 Ark. 56, 247 S. W. 2d 1 (1952); Milo Theater Corp. v. National 
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lenders (now called industrial loan companies) created minor problems but they 
were usually exempted. Credit unions, pawnbrokers, and sometimes remedial loan 
associations, were also exempted because special statutory regulations were otherwise 
provided for them. 

This centering of legislative attention on loan sharks and licensed lenders worked 
out very well while other types of lenders did not make small loans in substantial 
volume. The field was circumscribed by the actual practices and the law covered 
the entire field. By the late nineteen thirties banks and industrial loan companies, 
however, were making a large volume of small loans. During World War II when 
consumers’ durable goods were not available, the sales finance companies also 
entered the consumer loan business. As the participation of these three compara- 
tively unregulated groups expanded in this field, their operations increasingly over- 
lapped those of licensed lenders.’* 

Most of the new consumer lenders were usually reasonable in their average 
charges although their methods of operation produced a wide range of rates of 
charge, very high under certain circumstances. 

Because they were exempted from the small loan law and not licensed under it, 
they remained subject to the general usury laws which their charges violated. To 
camouflage this and for competitive reasons they elected to conceal their true rates. 
and amounts of charges by discounting an amount of interest computed on the 
original face of paper repayable in installments, by charging fees and fines, and 
by failing to give full rebates on prepayment. This behavior was another result of 
the law lagging behind economic changes. 

These conditions led to piecemeal legislative action which, unfortunately, lacked 
any consistent plan or philosophy. Because this did not develop until toward the 
end of the Russell Sage Foundation’s activity, it did not perfect model bills applicable 
to the new types of consumer lenders. The Foundation did propose an experi- 
mental personal loan bill for banks which was rejected by the banks as too onerous, 
although Nebraska enacted a modified version.1® A similar effort for a model sales 
finance act also failed for the same reason. The statutory regulation which subse- 
quently developed was the result of uncoordinated legislative action based on the 
fortuitous circumstances surrounding each separate enactment. 

Banks. New York in 1936 enacted a fairly comprehensive regulatory law ap- 
plicable to the personal loan departments of banks.’ Iowa, Nebraska, New Jersey, 
and Pennsylvania later enacted laws providing some degree of regulation for the 





Theater Supply, 71 Idaho 435, 233 P. 2d 425 (1951); White v. Disher, 232 N. C. 260, 59 S. E. 2d 798 
(1950); Nazarian v. Lincoln Finance Corp., 77 R. I. 497, 78 A. 2d 7 (1951); Associates Inv. Co. v. 
Sosa, 241 S. W. 2d 703 (Tex. Civ. App. 1951); G.F.C. Corp. v. Williams, 231 S.W. 2d 565 (Tex. Civ. 
App. 1950); Gifford v. State, 229 S. W. 2d 949 (Tex Civ. App. 1950). See Berger, Usury in Instalment 
Sales, 2 Law & Contemp. Pros. 148 (1935); Note, Are Installment Plans Usurious?; 36 Munn. L. Rev. 
744 (1952). : 

*7 NuGENT, ConsuMER CREDIT AND Economic SrTaBILity 110 (RUssELL SAGE FOUNDATION, 1939). 

** Nes. Rev. Star. §§8-801 to 8-814 (1943), Cum. Supp. §8-812 (1951). For reception of model 
bill, see 2 GLENN, BRANDT AND ANDREWS, Op. cit. supra note 2, at 544. 

1° N. Y. Laws’ 1936, c. 882; N. Y. Bankinc Law §108, subd. 2(a). 
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consumer loan operations of banks. The initial bank legislation tended merely to 
set maximum amounts and to validate discounts, fees, delinquency and collection 
charges, and other methods of operation without providing regulations in the 
borrowers’ interest. The seriousness of these omissions remains to be appraised. 
The strict regulations of the small loan law are scarcely needed in the case of banks, 
but some degree of regulation is essential. Their consumer loans are in larger 
average amounts, a fact which implies less necessitous borrowers. The responsible 
nature of the average bank affords a certain protection to the borrower, although it 
may also tend to i:t!! him. 

Twenty states now have laws authorizing banks to make charges on installment 
loans exceeding the general usury law maxima.*® Four additional states (Con- 
necticut, Massachusetts, Maine, and Rhode Island) have such laws but they are re- 
stricted to savings banks and savings departments of commercial banks. In 23 
states, including the above 4, banks may make installment loans without special 
authorization, either because they are not subject to interest restriction,”* or the 
usury law permits a comparatively high rate of interest,*” or other laws permit 
greater charges on installment loans than the general usury maxima.** 

Industrial loan companies. Their early operations were another effort to supply 
a demand which antiquated usury laws at that time made it impossible to supply on 
a legal basis. Industrial loan companies originally relied on the sale of investment 
certificates as a device to conceal the rates of charge on loans. By requiring the 
borrower to purchase an investment certificate on the installment plan and by 
crediting his payments to the purchase instead of to the loan, the true rate of charge 
was made less apparent. They also used expense charges, delinquency fines, and 
other devices to eke out a commercially practicable rate of charge.** Their average 
charges obtained by the discount and fee method only, aggregated about 17 per cent 
per year, but these were greatly increased in the average case by other means.”® 

These companies eventually obtained enabling laws in 29 states** and Hawaii, 
most of which contain virtually no provisions protecting the borrower. The more 
recent laws and amendments provide some protection in the form of more candid 
authorization of rates of charge,” requirement of a refund on prepayment when 


2°Del. (1935), Fla. (1941), Ind. (1951), Iowa (1945), Ky. (1946), Mich. (1929), Minn. (1945), 
Miss. (1940), Neb. (1943), N. J. (1936), N. Y. (1936), N. C. (1937), Ohio (1935), Ore. (1953), Pa. 
(1945), S.D. (1953), Tex. (1943), Va. (1938), W. Va. (1943), Wis. (1943). The Del., Ind., and 
S. D. laws are not restricted to banks. For citations to bank installment loan laws, as of 1952, see 
BaRRETT, Op. cit. supra note 4. 

** Cal., Colo., Conn., La. (discounted interest not restricted by usury law), Me., N. H. 

22 Ark., Kan., Mass., Mont., Nev., N.M., Okla., R.I., Utah, Wash. 

23 Ala., Ariz., Ga., Md. (Industrial Finance Law), Mo. (general consumer loan law), S. C., Wyo. 

*4See RoBINSON AND NUGENT, Op. cit. supra note 2, at 91; SAULNIER, INDUsTRIAL BANKING CoM- 
PANIES AND THEIR CREDIT Practices 43 (Nat. Bur. oF Econ. REs., 1940); INDUSTRIAL BANKING LEGAL 
Dicest 312 (ConsuMER BANKING INSTITUTE, 1945). 

*° New Morris Plan, Time, Nov. 13, 1933, Pp. 47, col. 1. See also SAULNIER, id. at 92. 

° Ark., Cal., Colo., Conn., Fla., Ga., Ind., Ky., Me., Md., Mass., Mich., Minn., Mont., Neb., N.Y., 
N.C., Ohio, Ore., Pa. R.I., S.C., Tenn., Tex., Utah, Va., Wash., W. Va., Wis. For citations to these 
laws and reprints of some of them, as of 1952, see BARRETT, Op. cit. supra note 4. 

27 Cat, Financia, Cope ANN. §§18655, 18656 (1951); IND. Stat. ANN. §18-3107 (Burns, 1950); 
Nez. Rev. Stat. §8-401 (1943). 
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charges are taken in advance, and restriction against repetition of fee charges. Among 
such laws are the Maryland Industrial Finance Law** (1945) with a $1,500 maxi- 
mum, the Pennsylvania Consumer Discount Company Act (1937) with a $2,000 
maximum, amended in 1947; an old Wisconsin statute with a $2,000 maximum, 
amended in 1947; and the Indiana Industrial Loan and Investment Act, as 
amended.*!_ These four laws are used by small loan licensees to make loans in 
amounts larger and at rates somewhat lower than those permitted by small loan 
laws. 

Sales Finance Companies. Installment vendors and the sales finance companies 
which purchase their sale contracts at a discount, operate on the legal theory that 
such transactions are not loans and hence are not subject to the usury and small 
loan laws. These transactions were virtually unregulated in 1940 except in Indiana, 
Massachusetts, and Wisconsin.*” With the extension of sales financing to inexpensive 
articles, soft goods, and luxuries, the abuses inevitably multiplied and called for 
regulation to protect the buyers. By 1953, 16 states and Hawaii had imposed varying 
degrees of regulation on sales financing.** The only common feature of these laws 
is the requirement that the terms and related information of sales contracts be dis- 
closed—an essential requirement in any consumer credit transaction. This is the 
sole requirement found in the Massachusetts, New York, and Virginia laws. Most 
of such laws also provide for licensing of sales finance companies and sometimes 
dealers, and require refunds of unearned charges on prepayment.** Some fix maxi- 
mum finance charges. 

Sales finance companies have expanded into the small loan field. This can 
legally be done in most states only by obtaining a license under the applicable small 
loan or other consumer loan law. The Oregon Motor Vehicle Finance Act*® regu- 
lates lending on automobile security. The question at once arises whether con- 
ducting the small loan and sales financing businesses together will “facilitate evasion 
of the small loan law” and require denial of the license. The Nebraska small loan 
law was recently amended to permit the smal] loan business to be operated in con- 
junction with the sales finance and insurance businesses,** a questionable step. 

°° Mp. Cope ANN. Art. 11, §§163-205 (1951). 

° Pa. Stat. ANN. tit. 7, §§761-1 to 761-19 (1939 & Supp.). 

®° Wis. Stat. §115.09 (1951). 

*Inp, Stat. ANN. §§18-3101 to 18-3125 (Burns, 1950 & Supp.). 

* Ind. Laws 1935, ©. 231; Mass. Acts 1939, C. 509; Wis. Laws 1935, C. 474. 

States marked with asterisk restricted to automobile financing: Cal.* (1945), Colo.* (1951), Conn. 
(1947), Hawaii (1941), Ind. (1935), Me.* (1939), Md. (1941), Mass. (1937), Mich.* (1939, 1950), 


Nev.* (1953), N.J. (1948), N.Y. (1941), Ohio (1949), Pa.* (1947), Utah (1953), Va. (1944), Wis.* 
(1935). For citations to and reprints of sales finance laws, as of 1952, see BARRETT, Op. cit. supra note 


a; 

** For a classification and discussion of provisions of sales finance laws, see Mors, State Regulation 
of Retail Instalment Financing—Progress and Problems, 23 J. or Bus. U. oF Cut. 199 (1950), 24 J. OF 
Bus. U. or Cut. 43 (1951); Donaldson, An Analysis of Retail Installment Sales Legislation, 19 Rocky 
Mr. L. Rev. 135 (1947); Regulation of Retail Installment Sales: New Statute in Ohio, 63 Harv. L. 
Rev. 874 (1950). 

*° Ore. Comp. Laws ANN. §42-401 to 42-426 (1940 & Supp. 1943). 

°° Neb. Laws 1953, L.B. 280. 
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The possibility of abuses arising out of the conduct of the two businesses together 
has been suggested in several cases. A licensed Ohio lender purchased an automo- 
bile installment sale contract and refinanced it by a small loan without refunding 
the unearned finance charge, and the court ruled against the lender.*”_ In California 
a licensed lender made a loan partly to finance the purchase of a truck which the 
lender sold to the borrower under a mortgage; the lender was held to have violated 
the Motor Vehicle Installment Sales Act.3® A California legislative committee found 
that sales: finance companies were refinancing sales contracts under the small loan 
law without refunding unearned sales finance charges, and that this practice re- 
sulted in misdirected criticism of the small loan law.*® 

Defects in regulation of consumer lenders. The continuing hodge-podge of 
differing rates, methods of rate statement, regulations, and administrative systems 
in the regulated states presents a most serious problem and a challenging opportu- 
nity in the consumer credit field.*° The great need to integrate and harmonize these 
laws is illustrated in states where there is a weak companion law to a strong small 
loan law. There the companion act provides a ready means of avoiding the re- 
strictions of the small loan law. 

Oregon and Utah have adequate small loan laws but their industrial loan laws 
permit discount and fee charges yielding more than 2 per cent a month and, under 
some circumstances, more than 3 per cent a month,*” with meager protection of the 
borrower. Lenders may choose the law under which they will operate. South 
Dakota in 1953 enacted a small loan law and also a discount and fee loan law; the 
latter, though intended primarily for banks, is already being used by other lenders 
to avoid the small loan law. In Wisconsin effective regulation of consumer loans 
was handicapped by sections of the usury act which permitted sufficient charges for 
the larger loans, under which both licensed and unlicensed lenders made loans. In 
1947 the sections were revised*? and surrounded by regulatory safeguards, including 
restrictions on the refinancing of loans under a different law than that under which 
they were made. 

In several states licensees under the small loan law also make loans exceeding 
$300 under other laws which provide inadequate regulation and do not mesh with 
the small loan law. Massachusetts licensees charge more for the larger loans which 
are subject only to the Tender Act*? than for loans of $300 or less under the small 


87 Porter v. Interstate Securities Co., 37 Ohio Op. 194, 79 N. E. 2d 155 (Com, Pl. 1948). 

88 Carter v. Seaboard Finance Co., 33 Cal. 2d 564, 203 P. 2d 758 (1949), construing Cal. Gen. 
Laws, Act 5825 (Deering, 1944) and Civil Code, §§2981, 2982 (Deering, 1949). 

8° REpoRT OF JOINT LEGISLATIVE COMMITTEE ON LENDING TRANSACTIONS 9 (1949). 

“° Bogert, The Future of Small Loan Legislation, 12 U. or Cut. L. Rev. 1 (1944); Hubachek, The 
Drift Toward A Consumer Credit Code, 16 U. or Cut. L, Rev. 609 (1949). 

*°8 The Supreme Court of Utah recently stated that the discounting of interest at 1 per cent per month 
and of a 2 per cent fee from a two-year intallment note as authorized by the Industrial Loan Act re- 
sulted in an interest rate of 37 per cent per annum. Seaboard Finance Co. v. Wahlen, 260 P. 2d 556 
(1953). 

“. Wis. Laws 1947, c. 462, Wis. Stat. §§115.07, 115.09 (1951). 

42 Ann. Laws Mass., c. 140, §§90-95 (1949). 
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loan law, and induce borrowers to take more than $300 to avoid the small loan 
law. Similar situations were corrected by legislation in California (1949)** and 
Maine (1953),** but still exist in Louisiana and New Hampshire. The same state of 
affairs in Colorado was partially corrected under a decision*® which imposed some 
regulation above $300 by reinstating a 1913 loan law which was thought to have 
been repealed. 
IV 
Larcer Loans AND SMALLER Prorit MarcINs 


On the basis of the studies completed in 1916, the first small loan laws were 
drafted to apply only to loans of $300 and less. The emergency needs of an average 
wage earner were then met by $300. In 1922-23 the average loan was “somewhere 
between $113 and $127."** The $300 loan limit was fixed by most small loan laws 
which became effective before 1940, with the noteworthy exceptions of the early 
Ohio and Nebraska acts which had no size limit. In the seventh draft (1942) the 
Foundation stated that a maximum of $400 or $500 would be warranted in some 
states.*7 

It became apparent shortly after 1940 that the $300 loan limit had become in- 
sufficient on a nation-wide basis and that failure to increase it was creating serious 
mischiefs in the regulatory plan. Individuals whose needs had formerly been 
satisfied with $300 now required $500 to $750 for the same purposes. The original 
$150 borrower might now need $350. Wage earners were obtaining two, three, 
or more loans from different licensees. As rates generally decrease with the in- 
creasing size of the loan, borrowers were usually paying higher rates for their money 
under two or more loan contracts for smaller amounts. Because the smaller loans 
cost the lender more per dollar lent, dividing up an indebtedness into smaller parts 
caused an uneconomic waste. 

Between 1940 and 1951 the average size of small loans nearly doubled. In Illinois 
this increase was from $133 to $252 and the average loan balance increased from 
$110 to $209.48 The maximum loan under the Illinois law was increased from $300 
to $500 in 1947.*° 

A loan limit exceeding $300 has been adopted in 17 states since 1940, including 
8 states that replaced an effective $300 limit.°° A $500 limit may now be outmoded; 

**CaL. Stat. & Cope AMDTS. 1949, CC. 595, 1033, 1034. 

** Me. Acts 1953, Cc. 215. 

* Sullivan v. Siegal, 125 Colo. 544, 245 P. 2d 860 (1952). 

*° RopiINsoN AND STEARNS, TEN THOUSAND SMALL Loans 117 (RussELL SAGE FouNDATION, 1930). 

“7 Seventh Draft of USLL, n.1, reprinted in BARRETT, op. cit. supra note 4, at 684. 

*® Analysis of Reports Filed by Personal Finance Companies [for] 1941, p. 7; [same for] 1951, p. 

Issued by Div. of Small Loans, Dept. of Ins., Ill. 

*° Ill. Laws 1947, p. 1152. 

°° $500: Conn.®*, Ill.*, Ind.*, Mich.*, N.J.*, N.M., N.Y.*, Wash.; $600: Pa.*; $1000: Neb., Ohio, Wyo.; 
$1,500: Nev.*; $2,500: Me., S.D.; $5,000: Cal.; no maximum: Mo. States marked with asterisk had 
effective $300 limit. Missouri has $400 nominal limit but permits larger loans. The original Nebraska 


and Ohio laws did not have a maximum loan size. The Washington and South Dakota laws originated 
with their current larger loan sizes, The California, Maine, and New Mexico laws had a nominal 
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since 1947, 7 states have adopted even larger limits.*’ In 10 of the 19 states where 
the small loan limit remains at $300, licensees now can, and generally do, make 
larger loans under other laws.** 

Paralleling the decrease of dollar purchasing power as a cause of the increased size 
of consumer loans, there has been an expansion of the reasons for borrowing. The 
period under review has been one of high employment, increasing wages, im- 
proved living standards, and a steady increase in the articles believed by consumers 
to be essentials. Yesterday’s luxuries are today’s needs. The wage earner now 
requires goods and services of a higher and more expensive order than ever before. 

Wants have tended to be added to needs as an actuating force of consumer bor- 
rowing. Much sales finance paper is later refinanced by small loans. Insistent de- 
sire is only a little less potent than need, in reducing a borrower’s caution and his 
bargaining power.” Hence it is almost as desirable socially for the law to equalize 
the bargaining power of the wage earner borrowing to fulfill a want as to meet a 
necessity. In either case the wage earner would be a likely loan shark victim unless 
a regulated source of credit is provided. History has proved that the state must 
foster a regulated source of credit for necessitous persons, whether or not it is 
also patronized by those of lesser need. 

The same economic changes which forced larger loans have greatly increased the 
costs of lending. In contrast, maximum rates of charge for larger loans (and in 
some states for the smaller loans) have decreased.>* This squeeze of profit margins 
has been only partially offset by improved operating efficiency and by the increase 
in dollar income per loan resulting from the larger amounts lent. The result has 
been a progressively lower rate of net return since 1940.”° 

The changes which have occurred are illustrated by the statistics in Table 1°° for 
Iowa and Virginia, which have a maximum $300 loan, for Illinois and New York 
which have increased their maximum from $300 to $500 since 1940, for Ohio which 
has permitted larger loans since before 1940, and for Wisconsin which has a $300 
maximum but has permitted licensees to make larger loans under another law since 
before 1940. 





maximum loan size of $300 but licensees made larger loans on varying bases. The original Wyoming 
maximum loan size was $150, but licensees made larger loans under a discount law. 

1 Cal., Me., Mo., Nev., Pa., S.D., Wyo. 

52 Ariz., Colo., La., Md., Mass., N.H., Ore., R.I., Utah, Wis. 5° Hubachek, supra note 8, at 130. 

°* E.g., for loans of $300 or less there were the following reductions in maximum rates: Md., from 
3-% to 3 per cent (1943); Mass., statutory ceiling on Commissioner's rate-fixing power reduced from 
3 per cent to marginal 2 per cent (1946); N.Y., from 3 per cent on first $150 and 2 per cent on re- 
mainder to 2-% per cent on first $100 and 2 per cent on remainder (1941); Va., from 3-1 to 2 per 
cent (1942), subsequently increased to 2-% per cent (1944). Ohio changed from 3 per cent on the 
first $300 plus a $1 fee on loans of $50 or less to 3 per cent on the first $150 and 2 per cent on the 
next $150 (1943). 

°5 Phelps, Consumer Finance Company Charges, 16 JouRNAL OF MARKETING 397, 406 (1952). 

5° Compiled and computed from the published state reports of the officials who supervise small loan 
licensees, of the states indicated, by Francis E. Wilcox, Statistician, Household Finance Corporation. 
Earnings and expenses per account and in relation to loan balances or assets were computed on the 
basis of monthly averages, when available, or the average of the beginning and ending of the year, or, 
last choice, year-end figures. 
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TABLE I 
No Max. 
1940 |Max. $300 
$1000 Larger 
Max. $300 1940 1951 Loans 
Max. $300 and $500 1951 No other | other 
No other Law No other Law Law Law 
Iowa | Va. Il. | N.Y. | Ohio | Wisconsin 
Gross Income Per Acc’t. 
Per Month 
PUERS iclh oc a akss <p awe 4 as er ee $2.80 $2.90 $3.22 $3.31 $2.70 
PReRUre hock ee, eo $4.37 $3.57 $4.92 $4.40 $5.58 $3.29 
8 A ean 43.8% | 27.5% | 69.7% | 36.6% | 68.6% | 21.9% 
Expenses, before Interest, 
Per Acc’t. Per Month 
EE Ae $2.11 $1.83 $2.00 $2.09 $2.20 $1.76 
MES Geet Stara 8 $3.35 $2.61 $3.64 $3.12 $3.96 $2.53 
A NORID 51.0 bit 5555 kas als 4 oie 58.8% | 42.6% | 82.% 49.3% | 80.% 43.8% 
Net Income, before Interest, 
Per Acc’t. Per Month 
ROD er Se chs wa ariee $0.93 $0.97 $0.90 $1.12 $1.11 $0.94 
rs Bese ore a Gey ea $1.02 $0.96 $1.29 $1.28 $1.62 $0.77 
% Increase or Decrease........ 9.7% |\- 1.0% | 43.3% 14.3% | 45.9% |—18.1% 
Annual Net Income, before Interest, 
as % of Assets 
IE hte. ten Utes tis ae 8.92%] 11.12%] 8.62%] 8.82% 6.93% 8.13% 
5 tA ee SR ia eee 6.52%| 6.94%] 6.57%| 6.12%} 5.62%} 5.28% 
% Increase or Decrease........ —26.9% |—-37.6% |—23.8% |—30.6% |—18.9% |—35.1% 
Average Size of Loans Made 
| ERR RE 7 iene ds $135 $110 $133 $158 $182 $151 
1 1 ES SR oie ae re a renee $205 $201 $253 $295 $362 $198 
Se ENMOROE < oc. 55 boss caes choos 51.9% | 82.7% | 90.2% | 86.7% | 98.9% | 31.1% 
Average Loan Balance, Dec. 31 
SD oe chan xc en ek isince aes $109 $ 92 $110 $127 $154 $120 
1) ee a ee eee eee a $168 $161 $210 $234 $297 $157 
PMMA 525. le cna kha ee 54.1% | 75.0% | 90.9% | 84.3% | 92.9% | 30.8% 
Average Monthly Rate Collected 
2 oe eee ae ey 2.68% 3.17% 2.57% 2.60% 2.16% 2.23% 
LO eae eee eee 2.61%} 2.43% |) 2.40% 1.96%} 1.91%) 2.11% 
% Increase or Decrease........ — 2.6% |-23.3% |— 6.6% |—24.6% |—-11.6% |— 5.4% 























Increased loan limits were accompanied by sharply reduced rates on the larger 
portion of the increased loan. The monthly rate on such large balances is Y, per 
cent in Connecticut, New Jersey, and New York, %4 per cent in Michigan and 
Nebraska, 1 per cent in Illinois, Nevada, New Mexico, Pennsylvania, and Wyoming, 
and 1-4 per cent in Maine. In Illinois, Michigan, and Nevada there was a re- 
duction also in the maximum charge on loan balances of less than $300. 

California in 1949 extended its 2 per cent maximum rate between $100 and 
$300 up to $500 and imposed a % per cent per month limit on the larger balances.” 
Indiana in 1951 extended its 1-4 per cent rate on loan balances between $150 and 


*7 Cat. Stat. & Cope AMDTS. 1949, c. 1033. 
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$300 up to $500. South Dakota in 1953 set a maximum of % per cent per month 
on balances between $300 and $2,500. 

As a result of the reduction in rates of profit, many lenders who previously 
charged less than the legal limits have increased their rates toward the maximum 
with consequent reduction of competition between lenders. Resistance to further 
lowering of legal maximum rates and support for rate increases are increasing. 
Evasive devices to increase charges are on the increase, notably the forced tie-in sale 
of credit life and disability insurance. 


V 


CONVENIENCE AND ADVANTAGE PROVISION 


The most complex administrative problem which has arisen since 1940 concerns 
the determination of whether a small loan license “will promote the convenience 
and advantage of the community in which the business of the applicant is to be 
conducted.” This provision originated in the fifth draft of USLL in 1932 and is 
now found in slightly varied forms in the small loan laws of 23 states. Its main 
purpose was to prevent over lending and the attendant evils resulting from excessive 
competition.*' There is a strong difference of opinion among informed persons as 
to whether this provision has accomplished its purpose and whether it is a desirable 
addition to the USLL. It has been applied with varying degrees of strictness in 
different states and sometimes at different times within the same state. 

The meaning of “convenience and advantage,” and to a lesser extent of “com- 
munity,” as applied to specific factual situations has been before numerous licensing 
officials and several courts. These terms provide sufficiently definite standards to 
satisfy constitutional restrictions on delegation of legislative power, the requirement 
having been uniformly sustained against constitutional attack.°* New judicial in- 
terpretations must occur, however, before “the convenience and advantage of the 
community” will acquire a predictable meaning. Decisions involving comparable 
restrictions in the banking, public utility, and radio field are only moderately helpful 
as the factual situations are so different.® 

58 Ind. Laws 1951, c. 86. 5°S.D. Laws 1953, S.B. 349. 

°° For states having the provision, see note 12 supra. In Massachusetts the administrator’s regulations 
attempt to impose a convenience and advantage requirement. The provision was omitted from the 
Model Consumer Finance Act. 

** Sixth Draft of USLL, n. 14; Sullivan, Administration of a Regulatory Small Loan Law, 8 Law & 
Contemp. Pros. 146, 148 (1941); Household Finance Corp. v. Gaffney, 20 N.J. Super. 394, 90 A. 2d 
85 (1952), aff'd, 11 N. J. 576, 95 A. 2d 412 (1953). 

°? Kelleher v. Minshull, 11 Wash. 2d 380, 119 P. 2d 302 (1941); Family Finance Corp. v. Gaffney, 
11 N.J. 565, 95 A. 2d 407 (1953); Family Finance Corp. v. Gough, 10 N.J. Super. 13, 76 A. 2d 82 
(1950); Motors Acceptance Corp. v. McLain, 154 Neb. 354, 47 N. W. 2d 919 (1951); Equitable Loan 
Society, Inc. v. Bell, 339 Pa. 449, 14 A. 2d 316 (1940), app. dis., 311 U. S. 621 (1940). 

°° See Hall, Certificates of Convenience and Necessity, 28 Micu. L. Rev. 107 (1929), 276 (1930); 
Note, Radio Regulation and Freedom of the Air, 54 Harv. L. Rev. 1220 (1941); Bank of Italy v. 
Johnson, 200 Cal. 1, 251 P. 784 (1926); Weer v. Page, 155 Md. 86, 141 A. 518 (1928); State ex rel. 
Dybdal v. State Securities Commission, 145 Minn. 221, 176 N.W. 759 (1920). For comment as to need 


for administrative licensing standards under Michigan small loan law, see Staff Report to the Michigan 
Joint Legislative Committee on Reorganization of State Government, 1953, p. 28-II-47. 
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When supported by adequate findings and proof, administrative denials of 
licenses under this provision have been upheld by the courts,°* but the opinions 
have neither identified the controlling factors nor indicated the weight to be given 
to each. The administrative findings and conclusions do not settle on any criteria 
as decisive. 

In New Jersey proceedings,” the Commissioner has considered such factors as 
population, retail sales per licensee in the community compared to those throughout 
the state, whether a city is a trade center for outlying territory, the number of banks 
and credit unions making similar loans in the community, competition between 
licensees in other cities and licensees in the community, and whether existing licensees 
have sufficient capital and credit to meet the community’s demand for consumer 
loans.°® A New Jersey decision indicates that the “community” is not necessarily 
the area within municipal boundaries.* 

The New Jersey and Washington commissioners and courts have disregarded 
the fact that an applicant charged a lower rate than existing licensees.** In contrast, 
the New York administrator gave weight to a stipulation providing for cancellation 
of the license if the applicant should increase its charge above 2 per cent per month, 
which was less than the maximum permitted rate, and was upheld by a trial 
court.®® 

Provisions requiring a hearing have been interpreted and enforced in two cases." 
New Jersey courts have held that the licensing official must make findings of fact 
to support a denial.”*_ In Washington, where the Act provides for a trial de novo 
on appeal from a denial, the Supreme Court held that this was an unconstitutional 
delegation of non-judicial power to the courts.” 


VI 
Crepit Lire anp DisaBitity INSURANCE 


The prohibition against extra charges in the small loan law is in such sweeping 
terms that it should be construed to prohibit credit insurance charges, except in a 
few states where they are specifically authorized. 


**Motors Acceptance Corp. v. McLain, 154 Neb. 354, 47 N. W. 2d 919 (1951); Family Finance 
Corp. v. Gaffney, 11 N.J. 565, 95 A. 2d 407 (1953); Household Finance Corp. v. Gaffney, 11 N.J. 576, 
95 A. 2d 412 (1953); Household Finance Corp. v. State, 40 Wash. 2d 451, 244 P. 2d 260 (1952). 

®® See Sullivan, supra note 61. 

°° Family Finance Corp. v. Gaffney, 11 N.J. 565, 95 A. 2d 407 (1953). 

°? Household Finance Corp. v. Gaffney, 20 N.J. Super. 394, 90 A. 2d 85 (1952), aff'd, 11 NJ. 
576, 95 A. 2d 412 (1953). Apparently the New Jersey Commissioner has accepted this view. See 
findings summarized in Family Finance Corp. v. Gaffney, 11 N.J. 565, 95 A. 2d 407 (1953). 

°* Household Finance Corp. v. Gaffney, 20 N.J. Super. 394, 90 A. 2d 85 (1952), aff'd, 11 NJ. 
576, 95 A. 2d 412 (1953); Household Finance Corp. v. State, 40 Wash. 2d 451, 465, 244 P. 2d 260, 
268 (1952). 

°* Personal Finance Co. of New York v, Lyon, 121 N.Y. S. 2d 72 (Sup. Ct., N.Y. Co. 1953). 

*° Deutsch v. Department of Insurance, 397 Ill. 218, 73 N. E. 2d 304 (1947); Family Finance 
Corp. v. Gough, 10 N.J. Super. 13, 76 A. 2d 82 (1950). 

™ Household Finance Corp. v. Gaffney, 11 N.J. 576, 95 A. 2d 412 (1953); Family Finance Corp. 
v. Gough, 10 N. J. Super. 13, 76 A. 2d 82 (1950). 

*? Household Finance Corp. v. State, 40 Wash. 2d 451, 244 P. 2d 260 (1952); Lewis, Household 
Finance Case: Statutory Review of Discretionary Power to License, 28 Wasu. L. Rev. 146 (1953). 
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The recent interest of licensees in obtaining extra profits from selling credit 
insurance is due to various factors, including: the entrance into the consumer finance 
business of lenders who had previously made loans only upon security and were 
not familiar with the philosophy of the USLL; the reduction in profit margins 
already mentioned; and the mushroom growth of small insurance companies spe- 
cializing in insurance sold in connection with consumer credit transactions. 

Insurance as security for necessitous small loans is foreign to the original con- 
cepts of the USLL. Most small loans to consumers are not secured, in the customary 
sense of the word.”* Originally only two types of security were commonly taken, 
mortgages on household goods and wage assignments."* Such mortgages, usually 
unrecorded, were valuable only for psychological effect,“ and wage assignments 
merely assure delivery of part of the borrower’s earnings which remain the primary 
source for repayment. 

The practice of requiring or selling credit life, health and accident insurance 
began in areas of consumer credit which were not subject to the small loan law. The 
first litigation over insurance charges under small loan laws involved merely the 
licensee’s right to require insurance on automobile security and did not involve his 
profiting from the sale of insurance. The hazardous nature of automobile security 
and the lack of profit to the Jender made a strong case. Applying the reasoning 
by which extra charges incident to the furnishing of security have been sustained 
under general usury laws, several state courts resolved the issue in favor of the 
lender.”® 

‘Encouraged by these decisions applicable to insurance sold in good faith by 
third parties, some licensees started to sell credit life and disability insurance to their 
borrowers, profiting from the commissions in addition to the statutory charge. It 
was contended that credit insurance is necessary and that borrowers usually want 
it when offered. Both contentions disregard the fact that from 40 per cent to over 

78 Seventh Draft of USLL §1, F. W. Ryan, Usury ano Usury Laws 134, 135 (1924); Eskildson, The 
Small Loan Problem in Colorado, U. or Denver Rep. g (Dec. 1942). This concept and the need for 
greater charges than the general usury maximum to cover the greater risk are expressly recognized in 
some laws: Fla. Laws 1925, c. 10177, Preamble; Md. Laws 1918, c. 88, Preamble; N. M. Star. ANN. 
§50-1620 (Supp. 1951); Nev. Comp. Laws 1943-1949 §753. Also in court decisions: Davis Loan 
Co. v. Blanchard, 14 La. App. 671, 129 So. 413, reh. denied, 130 So. 472 (1930); Liberty Finance Co., 
Inc. v, Catterton, 161 Md. 650, 158 A. 16 (1932); Lackawanna Thrift & Loan Corp. v. Kabatchnick, 
145 Pa. Super. 52, 20 A. 2d 903 (1941). See also Girard Investment Co. v. Commissioner of Int. 
Rev., 122 F. 2d 843 (3d Cir. 1941); Ex parte Fuller, 15 Cal. 2d 425, 102 P. 2d 321 (1940); Westville 
& Hamden Loan Co. v. Pasqual, 109 Conn. 110, 145 A. 758 (1929). 

74 RoBINSON AND STEARNS, Op. cit. supra note 46, at 138; YouNG, PERSONAL FINANCE COMPANIES AND 
THerr Crepir Practices 49 (Nat. Bur. oF Econ. REs., 1940). 

75 NEIFELD, THE PERSONAL FINANCE BUSINESS 153, 156 (1933); Foster, The Personal Finance Business 
Under Regulation, 8 Law & ConTeMP. Pros. 154, 168 (1941). 

76 Platz v. Lapinski, 263 Mich. 240, 248 N. W. 607 (1933); Auto Owners’ Finance Co., Inc. v. 
Coleman, 89 N.H. 356, 199 A. 365 (1938); Maellaro v. Madison Finance Co., 130 N.J. L. 140, 31 
A. 2d 485 (Sup. Ct. 1943), aff'd, 131 N.J. L. 160, 35 A. 2d 714 (1944); Martorano v. Capital Finance 
Corp., 289 N.Y. 21, 43 N. E. 2d 705, 143 A. L. R. 1318 (1942). The lower New York courts had 
reached the contrary result in Martorano v. Capital Finance Corp., 263 App. Div. 79, 31 N.Y. S. 2d 643 


(1st Dep’t 1941), rev’d, 289 N.Y. 21, 43 N. E. 2d 705, 143 A. L. R. 1318 (1942); Krulik v. Confi- 
dential Personal Loan Co., 176 N.Y. Misc. 138, 26 N.Y. S. 2d 676 (Sup. Ct. App. Term 1941). 
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80 per cent of the premium is retained by the lender, directly or indirectly. Profiting 
from the sale of credit insurance in addition to the charges permitted by the small 
loan laws violates the cardinal principle of a single, all-inclusive maximum rate of 
charge. It opens the door to manipulations and devices. Whenever anything has 
been sold in connection with small loans, abuses have resulted.’ Like vitamin pills, 
life and disability insurance may be good for borrowers, but licensed lenders should 
no more be permitted to profit from tie-in sales of insurance than from tie-in sales 
of vitamin pills.”* 

Tie-in sales have always been a favorite device of loan sharks. Pipes, door 
mats, inkwells, and other articles of small value have been sold at high prices to 
obtain hidden profits. Such sales are unmanageable elements in relation to a 
definite and enforceable ceiling on the charges of consumer creditors. If an over- 
all maximum charge cannot be defined and enforced, regulation breaks down. 

In the last analysis, open and honest competition between consumer creditors 
of all types is the strongest hope of the consumer debtor. If a licensee may ad- 
vertise I per cent a month and obtain 3 per cent by profits on tie-in sales, other 
licensees cannot compete except by similar methods; the debtor cannot select the 
lowest price,®® and the state cannot enforce a rate ceiling. A return to pre-1916 
jungle tactics would seem inevitable. 

It is a hopeful development that several of the larger licensee companies have 
commenced to provide their borrowers with the cheaper group credit life insurance, 
free of extra charge. 

Strong pressure has been generated, however, for legislation authorizing lenders 
to sell such insurance. Small loan laws so amended include Louisiana (1952)** and 
Nebraska (1953).°* The Missouri law (1951) delegates the problem to the enforce- 
ment official, who by regulation permits the sale of decreasing term life insurance. 
The new South Dakota law (1953) permits lenders to sell credit insurance to bor- 
rowers of more than $300. In New Mexico it is sold under implied authority of a 
1949 restrictive act.** In Colorado where credit insurance sales were tolerated for 
a time, the Governor vetoed a 1953 bill which would have permitted small loan 
licensees to sell credit life insurance. 


"7 See Parish, Credit Life, Health and Accident Insurance and the Small Loan Industry, 6 N. M. Bus. 
3 (CoLLece or Bus, Apmin., U. or N.M., JUNE, 1953). 

*® An unlicensed lender was recently held to have violated the Michigan small loan law by tie-in sales 
of vitamin pills. People v. Coleman, 59 N. W. 2d 276 (Mich. Sup. Ct. 1953). 

7° See Willis v. Buchman, 199 So. 886 (Ala. App. 1940), rev’d on other grounds, 240 Ala. 386, 199 
So. 892 (1940); People v. Vanderpool, 114 P. 2d 608 (Cal. App. 1941), rev’d on other grounds, 20 
Cal. 2d 746, 128 P. 2d 513; People v. Silverberg, 33 N.Y. Cr. 46, 160 N.Y. S. 727 (1915), aff'd, 171 
App. Div. 914, 155 N.Y. S. 1132 (1st Dep’t 1915). 

*°'Yntema, The Market for Consumer Credit: A Case in “Imperfect Competition,” 196 ANNALS 79 
(March, 1938); Phelps, Monopolistic and Imperfect Competition in Consumer Loans, 8 JOURNAL OF 
MARKETING 382 (1944). 

*\ La. Acts 1952, No. 169. The Louisiana amendment nullified a 1951 decision of the Louisiana 
Court of Appeals. Home Finance Co. v, Padgett, 54 So. 2d 815 (La. App. 1951). 

®2 Neb. Laws 1953, L. B. 280. 

°° N.M. Laws 1949, c. 130, as amended by N.M. Laws 1953, S: B. 240. 
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The only appellate court decision sustaining a charge for credit life insurance 
by a licensee under an orthodox small loan law was a test case on unrealistic facts 
pleaded by the lender and admitted by demurrer.** When the validity of such a 
charge was squarely challenged in another state, it was held to violate the small 
loan law.*® In accord with this decision are opinions of the Colorado and Illinois 
Attorneys General.*® These rulings are supported by decisions involving tie-in sales 
of life insurance by lenders operating under general usury acts or other lending 
laws.*? 

VII 


SPECIAL CONSTITUTIONAL PROBLEMS 

Constitutional Interest Maxima. The constitutions of Arkansas, Oklahoma, Ten- 
nessee, and Texas limit interest charges to a rate of 10 per cent per annum. As 
consumer lending cannot be profitable at this rate, these constitutional limitations 
prevent enactment of effective small loan laws. Various legislative attempts to evade 
or avoid these limitations have failed. 

The Arkansas installment loan act of 1951°° purported to authorize certain ex- 
pense and service charges in addition to 10 per cent interest. The Arkansas Supreme 
Court held the authorization unconstitutional as an attempt to authorize interest 
charges exceeding the constitutional limit under various disguises.°® The act was 
later repealed.” 

The Tennessee small loan act*’ originally attempted to permit an expense charge 
of 3 per cent per month in addition to lawful interest. This act was interpreted to 


limit rather than authorize expense charges and, as so interpreted, was held con- 


stitutional.®* 


The Oklahoma small loan law®* authorizes, in addition to interest, an initial 
charge to cover costs of making the loan and monthly fees to cover carrying costs. 
This act has not yet been submitted to the Oklahoma Supreme Court. 

Texas has two laws which purport to legalize charges in addition to interest. 


84 Mills v. Parrott, 237 S. W. 2d 851 (Ky. 1951). The action was brought after another lender 
dismissed an appeal from a decision that charges for credit life insurance violated the Kentucky small 
loan law. Lewis v. Interstate Loan Corp., Jefferson Cir. Ct., Chan. Br., 2d Div., No. 305960 (1948). 

85 See note 81 supra. 

®° Colo., Opinion No. 971-47 (March 7, 1947) and Opinion dated Oct. 17, 1952. _ Ill., Opinion 
dated July 21, 1950. 

87 Strickler v. State Auto Finance Co., 220 Ark. 565, 249 S. W. 2d 307 (1952); Commonwealth 
ex rel. Grauman v. Continental Co., 275 Ky. 238, 121 S. W. 2d 49 (1938); Jernigan v. Loid Rainwater 
Co., 196 Ark. 251, 117 S. W. 2d 18 (1938); Im re Graham, 22 F. Supp. 233 (W. D. Ky. 1938); Peebles 
v. State, 87 Ga. App. 649, 75 S. E. 2d 35 (1953). There are decisions, however, sustaining the re- 
quirement of life insurance under usury laws when the circumstances showed that the requirement was 
bona fide. HuBACHEK, op. cif. supra note 2, at 168. 

88 Ark. Acts 1951, No. 203. 

8° Winston v. Personal Finance Co. of Pine Bluff, Inc., 220 Ark. 580, 249 S. W. 2d 315 (1952); 
Strickler v. State Auto Finance Co., 220 Ark. 565, 249 S. W. 2d 307 (1952). 

°° Ark. Acts 1953, No. 391. 

*! Tenn. Cope ANN. §§6721-6743 (Williams, 1941). 

°? Koen v. State, 162 Tenn. 573, 39 S. W. 2d 283 (1930). 

®8 Oxia. Srat. ANN. tit. 15, §§280.1-280.29 (Supp. 1952). 
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A 1949 act** would legalize the sale of credit life and disability insurance to con- 
sumer borrowers and the receipt of commissions by lenders. A: 1951 act®® would 
authorize industrial loan corporations to collect expense charges and to make tie-in 
installment sales of their investment certificates to borrowers. The Texas Supreme 
Court has not yet determined their constitutionality, but each act has been upheld 
by a Court of Civil Appeals. The Texas Supreme Court has granted a writ of error 
from a curious decision on the 1951 act.*® 

The legality of extra charges under any such law will be subject to challenge 
by the borrower in each transaction.** Even if specific charges should be sustained 
under such a law in an individual case or cases, it would not provide a sound basis 
for conducting a consumer finance business.°® It would seem that an effective solu- 
tion of the loan shark problem in these four states must await amendment or repeal 
of their constitutional interest limitations. 

Arkansas recently attempted to submit such an amendment to the voters, but 
their Supreme Court ordered it stricken from the ballot because of defects in form.* 
The Texas Bar Association has recommended a constitutional amendment and the 
proposal has widespread support. 

Until these constitutional road blocks to sound consumer finance legislation are 
swept away, the best that can be expected would be only partially effective laws 
based, in the last analysis, on sham or avoidance. 

Missouri Constitutional Provision. A unique provision of the Missouri Consti- 
tution of 1945’” as interpreted by the Missouri Supreme Court,’ prohibits classi- 
fication of lenders for the purpose of fixing maximum interest rates. In 1947 it 
was held to have repealed the prior small loan law.’°? Missouri was thereafter 
without a consumer loan law until the enactment of new legislation in 1951.'°* This 
legislation consists of two acts which embody many of the basic principles of 
modern small loan regulation. It satisfies the constitutional requirement by making 
the maximum rate applicable to and available to all lenders. 

** Tex. Acts 1949, c. 491; ANN. Tex. Srart., Insurance Code, Art. 3.53 (Vernon, 1952). 

°° Tex, Acts 1951, Cc. 472; ANN. Tex. Star. Art. 1524a-1 (Supp. 1952). 

°° Steiner v. Community Finance & Thrift Corp., 258 S. W. 2d 129, 134 (Tex. Civ. App. 1953): 
“The issues discussed hereinabove . . . substantiate the opinion here expressed that in the absence of 
precedent which is considered binding on the court, an examination of the statute and the entire 
transaction here in issue, impels the opinion that Art. 1524a-1 is merely a cloak under which usurious 
interest is charged in violation of the Constitution of the State of Texas.” The 1949 act was sustained 
in Hatridge v. Home Life & Accident Ins, Co., 246 S. W. 2d 666 (Tex. Civ. App. 1951). 

*? See Family Loan Co. v. Hickerson, 168 Tenn. 36, 73 S. W. 2d 694 (1934); Personal Finance 
Co. v. Hammack, 163 Tenn. 641, 45 S. W. 2d 528 (1932); Golightly v. Hermitage Loan Co., 171 Tenn. 
70, 100 S. W. 2d 654 (1937). 

°* Donaldson, Small Loan Legislation in Texas, 20 Tex. L. Rev. 186, 192 (1941): “. . . the lender 
would be constantly beset by the uncertainty of whether his expense charges were legal or illegal and 
whether his notes were fully collectable. No legitimate business can prosper or long continue under 
such a cloud.” 

°° Bradley v. Hall, 220 Ark. 925, 251 S. W. 2d 470 (1952). 100 Art. III, §44. 

°1 Household Finance Corp. v. Shaffner, 356 Mo. 808, 203 S. W. 2d 734 (1947). 

103 Ibid, 

*°8 Mo. Laws 1951, pp. 262, 875; ANN. Mo. Stat. §§367.100-367.200, 408.100-408.220 (Vernon, 
1952). 
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One act amended the usury law to authorize certain charges exceeding the 
general 8 per cent maximum on loans of $400 or less, with certain exceptions.’ 
The authorized and the maximum rate is 2.218 per cent per month, subject to 
various regulatory provisions. The second act provides for the licensing and super- 
vision of lenders engaged in the business of making unsecured loans and loans se- 
cured by personal property or wage assignments. It applies whether or not the 
lender’s charges exceed the general usury maximum. Banks and other lenders 
supervised under different laws are exempted from the second act. Special features 
of the combined legislation include permission to charge the small loan rate on the 
$400 portion of a larger loan and to contract for charges either as a percentage 
interest rate or as a precomputed dollar amount. These and other unusual features 
are designed to make the maximum rate applicable to and the authorized rate 
available to all classes of lenders including banks and industrial loan companies. 


VII 


TreEND Towarp A Cope 


The Missouri 1951 legislation, though forced into a peculiar form by consti- 
tutional limitations, is the first permissive consumer loan law with a compre- 
hensive plan of regulation which embraces all types of lenders without regard to 
institutional background, size of loan, method of procedure, or similar character- 
istics. The practical working out of this legislation is still to be demonstrated, but, 
as an attempt to grant the same permissions with the same limitations to all con- 
sumer lenders, it is a bold step to be carefully observed and considered. 

There is a discernible trend in legislation toward: a uniform system of regula- 
tions applicable to consumer creditors and notably to all types of consumer lenders. 
The development is not so much toward identical regulations as it is toward an in- 
tegrated plan of regulation in which each credit agency is regulated in accordance 
with its own peculiarities but in harmony with the regulations of other agencies. 

This process is beginning to reduce the differences between the earlier rigid 
and the later lax statutes. Small loan companies were originally subjected to 
overly strict regulation in the early experimental period. Some of the later re- 
strictions have subsequently been made unnecessary by the tremendous growth of 
consumer lending by other agencies. Later when banks and other new types of 
consumer lenders sought enabling legislation, the increased public understanding of 
installment credit had reduced the burden of obtaining legislative approval. Hence 
enabling legislation for these agencies contained a minimum of, or no, regulation 
to protect the borrower. 

In 1944, Professor George C. Bogert noted the need for more uniform legislation 
in this field. In 1949, this author noted a drift toward a consumer credit code.’ 
Since 1949, a further drift has occurred. Repeal of the bond requirement in the 


404 Mo. Laws 1951, p. 875. 
15 Bogert, supra note 40. 
206 Hubachek, supra note 40. 
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New York Small Loan Law,’ exemption of inadvertent overcharges from the 
penalties for excessive charges,’°* administrative or statutory permissions to engage 
in other businesses, and the increase in small loan size limits are either relaxations of 
small loan laws or changes in the direction of more uniform treatment of con- 
sumer lenders. In contrast, new legislation applying to other installment creditors 
has either tightened existing laws or imposed some degree of regulation for the 
first time. The New Jersey Bank Installment Loan Law was strengthened in 1950, 
and Indiana (1951) and South Dakota (1953) enacted bank installment loan laws 
which, though defective, authorize charges exceeding the usury law and provide some 
protection to the borrower.’ California (1949) added a refund requirement to its 
automobile sales finance law.’?® Connecticut (1949) tightened its sales finance law 
in material respects.1? Michigan (1950) replaced its rudimentary automobile sales 
finance act with a comprehensive regulatory law.’!* Maine (1951) added to a frag- 
mentary automobile finance law requirements as to disclosure of finance, insurance, 
and other charges and as to licensing."** Wisconsin (1953) added rate regulation 
to its 1935 automobile sales finance law."** Ohio (1949), Colorado (1951), and 
Nevada and Utah (1953) enacted sales finance legislation for the first time.?* The 
1951 Missouri legislation has already been mentioned. Fourteen additional states 
have enacted varying forms of an act prohibiting lenders and finance companies 
from requiring customers to buy insurance from a designated agent.''® 


IX 


REGULATION W—Economic CoNSIDERATIONS 


Regulation W was another step in the direction of a code of regulations embracing 
all consumer credit agencies. That action was on the economic front and is not 
cited to prove what could be done by a state legislature with a code of regulations 
intended largely to protect the debtor. Nevertheless, Regulation W disregarded in- 
stitutional differences among the sources of consumer credit and many of its pro- 
visions were identical for all consumer creditors. 

Regulation W was first intended as a war measure to dampen the demand for 
consumers’ durable goods and thus reduce the pressure on scarce materials and 
services. After the national emergency, the Regulation was reimposed on the theory 
that consumer credit accentuates booms and retards recovery from depressions.’** 

207 NN. Y. Laws 1953, ¢. 573, §2. 


°8 Twelve states now have such an exemption: Cal., Colo., Conn., Ill., Mo., Neb., Nev., N.M., Ohio, 
S.D., Utah, Va. 

20° NJ. Laws 1950, c. 311; Ind. Acts 1951, c. 159; S.D. Laws 1953, ¢. 15. 

™° Ca. Stat. & Cope AMDTS. 1949, C. 1594. 1112 Conn. Laws 1949, Pub. Acts 281, 297. 

112 Mich. Pub. Acts 1950 (Ex. Sess.) No. 27. 118 Me, Laws 1951, Cc. 361. 

4 Wis. Laws 1953, Cc. 302. 

448 123 Ohio Laws 77 (1949); Colo. Laws 1951, c. 81; Nev. Laws 1953, S.B. 205; Utah Laws 1953, 
Cc. 24. 
*2® Cal., Conn., Fla., Ga., Ky., La., Me., Mass., N.H., Ohio, Pa., Tenn., Va., Wis. Previously Mich., 
N.J., and N.Y. had enacted such laws. For citations to and reprints of these laws, as of 1952, see 
BARRETT, Op. cit. supra note 4. 

762 Stat. 1291; R. P. SHay, Recutation W: EXPERIMENT IN CREDIT CONTROL (UNIVERSITY OF 
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Some believe that the control of consumer credit will assist in minimizing economic 
fluctuations, but others believe that the volume of consumer credit reflects rather 
than affects the national economy. 

The Regulation came and went three times. A mass of figures was accumulated 
concerning conditions during and after each of these periods. What they prove, if 
anything, is the subject of a dispute in which this article will not participate. Cer- 
tain statistics, however, cast a reasonably clear light on some of the characteristics 
of the different kinds of consumer credit and hence are appropriate for this dis- 


cussion. 
Table II"*® recapitulates figures issued by the Federal Reserve Board showing the 


amounts of installment sale credit and of loans under small loan laws during the 
three periods when regulation was in force. 


TABLE II 


FLUCTUATION OF INSTALLMENT SALE CREDIT AND SMALL LoAN Law 
OurTsTANpINcs, UNDER REGULATION W 
(In millions of dollars) 





Small 


Total Sale 
Credit 


Loan Law 
Outstandings 


| 
| 





Period Sept. 1, 1941 - Nov. 1, 1947 
Outstandings at beginning 
Low point during period 
Outstandings at end 


% Change - Beginning to low 
% Change - Low to end 


Period Sept. 20, 1948 - June 30, 1949 
Outstandings at beginning 
Outstandings at end 


Period Sept. 18, 1950 - May 7, 1952 
Outstandings at beginning 
Outstandings at end 





$4,742 
1,047 
3,521 
— 77.9% 
+236.3% 
$5,530 
6,612 
+ 19.6% 
$10,605 
10,239 


— 3.5% 


$525 
342 
654 
—34.9% 
+91.2% 
$807 
866 
+ 7.3% 
$1,040 
1,333 
+28.2% 














Maine Stupies, SEconp Series, No. 67) 161 (U. oF Me. Butt., April 1953). 


supra note 17. 


See NUGENT, op. cit. 


8 Compiled from 39 Fep. Res. BuLL. 336-354 (April, 1953), and from ConsuMER Finance Com- 
PANIES LoaNs OUTSTANDING (mimeo. release of Div. of Res., Fed. Res. Bd., as of May 1953). For 
brevity, the dates of some of the above figures have been approximated. Federal Reserve Board figures 
for consumer credit have been gathered and issued from time to time on varying bases and with 
varying explanations and retroactive adjustments. The author assumes no responsibility for the above 
figures beyond stating his belief that, on averages and in general, they reflect the facts they purport to 
set forth. Installment sale credit as used in this table is the total of the amounts of “automobile paper” 
and “other consumer goods paper,” as revised by the Federal Reserve Board in its April Bulletin. These 
amounts includ< loans for the purpose of purchasing goods and are larger than the amounts previously 
published which were restricted to credit originated by retail dealers. 
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The volume of credit at different times was affected by important factors in addi- 
tion to Regulation W.® The fact that sale credit increased after V-J Day and 
during the second period while Regulation W was in force points toward the 
absence of consumers’ durables during World War II as an important cause of the 
large decline in sales finance credit during the first Regulation W period. In the 
case of consumer loans, it seems likely that their decline during the first period 
was due in large measure to increased income from full employment and the lack 
of spending opportunities, because during both the second and third Regulation W 
periods the volume of such loans increased greatly notwithstanding the Regulation. 

The table also demonstrates that sales finance credit is much more volatile than 
loan credit. It shrank to 22 per cent of its previous volume during the war and 
was almost ten times its low point by the end of the third period. In contrast, 
small loans only decreased to 65 per cent of their previous volume and by the end 
of the third period they were less than four times their low. As small loans are 
made principally for needs—expenses which cannot be avoided—their volume cannot 
be greatly affected by mere legal fiat. As long as loans for family needs are available 
from legal sources they will be obtained there and, if that source is cut off, the de- 
mand will “go underground” and be supplied there. That is the essence of com- 
bating the loan shark. 

Notwithstanding the growth of lending under small loan laws, the volume of con- 
sumer loans by licensees is now dwarfed by that of commercial banks and is less 
than the aggregate of the other types of consumer lenders. Relative sizes and 
rates of growth since 1940 are indicated by Table III.1*° 


TABLE III 


ConsuMER INSTALLMENT LoaN OUTSTANDINGS 1940-1952 
(In millions of dollars) 








| Industrial 

End of Licensee banks and Miscel- Repair & 

Year Total | out- Commercial loan Credit laneous | moderniza- 

| standings banks companies unions lenders tion loans 
1940..... 1,967 498 692 236 174 99 268 
1941..... 2,143 531 784 241 200 102 285 
1942..... 1,431 417 426 161 130 91 206 
Le 1,422 439 477 146 103 93 164 
1086... 2.352 597 956 215 153 109 322 
1947..... 3,348 701 1,435 300 225 119 568 
See 4,072 817 1,709 364 312 131 739 
Re 4,650 929 1,951 425 402 142 801 
| 5,555 1,084 2,431 494 525 157 864 
oe 5,964 1,268 2,510 530 542 176 938 
2 y En 7,108 1,439 3,093 638 698 193 1,047 


























11° See SHAY, Op. cit. supra note 117. 

*29 Source: 39 Fep. Res. Butt. 276 (March, 1953). The author has combined the figures for 
industrial banks and industrial loan companies. The Federal Reserve Bulletins for April, 1953, and 
thereafter contain revised statistics which do not break down installment loan outstandings by types of 
lenders or show separately the outstandings under small loan laws. Therefore, the figures in this table 
are taken from the March, 1953, Bulletin. See note 118 supra. 
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X 


THE PRESENT SITUATION 


From 1916 through 1930 the regulated small loan business fought for survival 
against loan sharks and public prejudice. Loan sharks sought to preserve their 
business by destroying the small loan laws. Their attack was three-pronged: chal- 
lenge the constitutionality of the laws; obtain their repeal; emasculate them by 
reducing the permitted rate of charge to an unprofitable level. 

Under attack on their constitutionality, small loan laws have always been sus- 
tained when drafted in accordance with constitutional title requirements. The last 
major attack was on the Washington law (1941) and in sustaining it the court 
cited the many prior decisions holding small loan laws constitutional. This de- 
cision seems finally to have settled the constitutional questions.'** 

Attempts to obtain repeal of small loan laws have uniformly failed. No state 
legislature has ever repealed an effective small loan law without enacting another 
to take its place. 

Attacks on rates have met with some success, as in Georgia where the small loan 
law is now ineffective because the maximum rate was reduced to 114 per cent per 
month in 1935.'*? In other states where the rate was reduced, as in New Jersey in 
1929 and Virginia in 1942, it was later raised to a workable level after experience 
had demonstrated that the reduction was too drastic.’** During recent years the 
occasional attempts to reduce the permitted rates to an unprofitable level have re- 
ceived little support. 

During the last fifteen years the consumer credit business has progressed toward 
maturity. Most of the banks of the nation had entered the business and Regulation 
W had dealt with it as a necessary and vital economic factor so that consumer 
lending was fully accepted. The sheer weight of the amounts of money involved 
demonstrated its substantial influence on the economy. Understanding and accept- 
ance are shown by the fact that securities of sales finance and small loan companies 
are listed on the nation’s stock exchanges and held in large amounts by insurance 
companies, pension funds, and other public institutions. The accessibility of capital 
at competitive rates has, of course, helped to hold down the charges to borrowers. 

With the burgeoning out of consumer credit generally, the licensed small loan 
business has become only a segment of a giant business. The authorized charges of 
licensed lenders no longer stand out as exceptions to the usury laws, for many 
similar exceptions have been made for other branches of the business. The public 
has realized the necessity of higher charges for retail consumer credit than for 
wholesale business credit, just as it accepts the higher price of coal by the basket 
over carload prices. 


2" Kelleher v. Minshull, 11 Wash. 2d 380, 119 P. 2d 302 (1941). 

122.Ga. Acts 1935, No. 285. 

128.N. J. Laws 1929, c. 293, Laws 1932, c. 62; Va. Acts 1942, c. 107, Acts 1944, c. 370. See 
Nugent, Three Experiments with Small-Loan Interest Rates, 12 Harv. Bus. REV. 35 (1933). 
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The public has tended to regard all forms of consumer credit as a single industry 
or force. This concept has its dangers. It tends to obscure the special function of 
the small loan laws—extending cash credit to wage earners to meet their needs. 
It is to be hoped that the public and the legislatures will not overlook this special 
function and become less sensitive to the need for firm regulation and an adequate 
rate in this segment of consumer credit. 

The ready public acceptance of sales financing with its high costs is not difficult 
to trace. It stems largely from the primary association with the automobile in- 
dustry. In view of the direct relationship between the sales of automobiles and the 
employment of large numbers in the industry, the public has not been overly critical 
of the method of financing sales. Since the goodwill of customers was at stake, 
manufacturers have generally exerted a constructive influence on the practices of 
controlled or associated finance companies,’** but competition has worked im- 
perfectly in that segment of consumer credit. 

The expansion of the consumer credit business in volume, number of sources, 
and area of social impact has brought new problems of regulation. Clashes between 
the different types of consumer creditors and the inconsistencies between regulatory 
laws will continue to plague the business and the administrative officials and also 
the public. To the extent that regulatory or enabling laws give one segment a com- 
petitive advantage, there will be a continuing demand for equal treatment by those 
who feel discriminated against. Since the legality of all consumer lending is based 
on exceptions to the usury laws, in states having them, consumer creditors may still 
have to fight for existence—not only against outlaw creditors but against their 
competitors doing business under other less restrictive laws. 

There is general recognition that consumer credit preforms two indispensable 
functions: financing family emergencies, which enables our people to cope with 
temporary financial difficulties, and financing the purchase of consumers’ goods, 
without which it would be impossible to create an adequate market to sustain mass 
production, low unit costs, and prices within the average family budget. With all 
its halting and groping the period since 1940 has made reasonably good progress 
toward a rational scheme of regulation which will put each segment of the business 
in its proper niche and assign to each the privileges and restrictions which it de- 
serves—all in the public interest. 

That the small loan law is the effective method of eliminating the loan shark 
has been abundantly proved. By it more than thirty states have been largely purged 
of high-rate, illegal lending. The public task remaining in that direction is to 
enact approved new laws in unregulated states and bring the present laws up to 
date. In so far as pioneer thinking is concerned, the new problem is to regulate 
in the public interest the diverse, legitimate, business interests which now provide 
this country with some nineteen billion dollars of consumer credit, of which only 
about one and one-half billion dollars is provided under small loan laws. 


124 NUGENT, op. cit. supra note 17, at 96. 

















A REGULATORY SMALL LOAN LAW SOLVES 
LOAN SHARK PROBLEM 


J. A. A. Burnquist* 


The Minnesota Small Loan Act,’ based substantially on the Sixth Draft of the 
Uniform Small Loan Law, was passed early in the 1939 legislative session and was 
signed by Governor Harold E. Stassen on February 15, 1939. The effective date of 
the Act, June 1, 1939, marked the end of the “loan shark” era and the beginning of 
regulated, licensed lending of small sums in Minnesota. 

A history of events leading to eventual passage of the Minnesota Small Loan 
Act probably is characteristic of experiences in other states in most respects. How- 
ever, a review of the usurious loan problem that existed and how it was corrected 
in Minnesota may not be clearly understood without a brief review of the eco- 
nomic structure and population distribution of the state. 

Minnesota is essentially an agricultural and mining state, although in recent years, 
it has gradually changed its economic pattern to achieve a desirable balance between 
manufacturing, agriculture, trade, and service. Minnesota’s population in 1950 was 
2,982,483,” with about one-third of the total centered in the large metropolitan area 
of Minneapolis (1950 population, 521,718) and St. Paul (1950 population, 311,349). 
Population centers in Minnesota drop sharply to Duluth, at the head of the Great 
Lakes, handling the bulk of iron ore shipments from northern Minnesota mines, 
with a population of 104,511, and Rochester, St. Cloud, Winona, and Austin, located 
in agricultural areas, with populations in the 20,000 to 30,000 class. There are only 
eleven other cities in Minnesota, outside the metropolitan area of Minneapolis-St. 
Paul, with populations in the 10,000 to 20,000 class. 

In size Minnesota is eleventh in the union with an area of 84,286.53 square miles. 
It ranks as the fifth leading state in total agricultural production. It poured more 
than 143,788,000 tons of iron ore into the nation’s blast furnaces during 1951 and 
1952 (65 per cent of the country’s total for that period), and does an estimated 
$200,000,000 in tourist business annually. Yet, due to the extreme concentration 
of population in the Minneapolis-St. Paul area, and to a lesser degree in Duluth, 
practically all of the activities of illegal lenders prior to passage of the small loan 
law, and the greater share of consumer lending service of licensed lenders since 
1939 have been concentrated in these focal points. Therefore, a review of the 


* B.A. 1902, Carleton College; M.A. 1904, Columbia University; LL.B. 1905, University of Minnesota; 
LL.D. 1920, Carleton College; Phi Beta Kappa, Order of the Coif. Member, Minnesota House of Repre- 
sentatives 1909 and 1911 sessions; Lieutenant Governor, 1912 and 1914; Governor of Minnesota, 1915 to 
1921. Attorney General, State of Minnesota, 1938 to date. President, National Association of Attorneys 
General, 1949. 

* MINN. Stat. ANN. c. 56; Laws of Minn. 1939, c. 12. 
* Population Figures, etc., from Legislative Manual, Minnesota, 1953. 
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usurious loan situation in Minnesota previous to passage of the Small Loan Act and 
the activity towards final enactment will necessarily relate to conditions in the large, 
industrial area of Minneapolis-St. Paul. The problem, though primarily local in 
nature, was to be resolved only by passage of a general law. 


RECOGNITION oF Usurtous Loan SiTruAaTION AND Earty EFrForts To 
Pass SMALL Loan LEGISLATION 


For the purposes of this paper, action taken by the legislature in 1923 will be 
considered as the first serious effort to correct the evils of high rate lending of small 
sums in Minnesota by effective legislation. During the 1923 session, sixteen years 
prior to eventual passage of a small loan law, the House passed a bill modeled after 
the then current draft of the Uniform Small Loan Law. However, a companion 
measure met defeat in the Senate. 

The inadequacy of legislation in Minnesota governing loans to consumers in 
1923 is apparent upon review of the laws on interest existing at that time. The 
general maximum contract rate of interest was reduced from 10 per cent per annum 
to 8 per cent per annum by amendments passed in 1923.° The penalty for contract- 
ing for or taking a larger interest return is forfeiture of both the principal and the 
interest. In such cases an appropriate civil suit may be brought by the borrower 
to cancel the entire obligation. The only exception to this maximum interest rate in 
1923 was the statute relating to so-called “salary loans” and “chattel mortgage loans.”* 
Under this exception, loans up to $200 in amount could be made by licensed corpora- 
tions at a maximum of 1 per cent per month, or 12 per cent per annum, with the 
addition of certain fixed charges restricted to loans secured by chattel mortgages, 
and varying with the amount of the loan. An act relating to the formation of 
credit unions authorized to loan to members at 1 per cent per month was passed in 
1925.” A Morris Plan bank was established in Minneapolis in 1917 and one or two 
other industrial lenders operating on the “Morris Plan” at that time did not have 
exact legal status until the enactment in 1933 of the law relating to Industrial Loan 
and Thrift Companies.® Only a few semi-philanthropic lenders were licensed under 
the 1-per-cent-per-month-$200-maximum-salary-and-chattel-mortgage loan provision 
and practically all small loans to wage earners in Minnesota were made by un- 
licensed lenders. 

Again, in 1927, a bill based substantially on the Uniform Small Loan Law draft 
was introduced in both the House and Senate. The House bill first was defeated 
after hearings by the Welfare Committee, but on reconsideration it was recom- 
mended to pass by that committee. The companion measure was defeated in the 
Senate. However, the gravity of the situation and widespread interest prompted the 


® MINN. Stat. ANN. c. 334; MINN. Stat. ANN. §334.01, amended by Laws of Minn. 1927, c. 70. 

* Salary loans and chattel mortgage loans were regulated by Laws 1913, c. 439, §§1 and 2, as amended 
by Laws 1915, c. 117, §1. Those sections were repealed by a provision of the Minnesota Small Loan 
Act, Laws 1939, c. 12. 

® Minn. Star. ANN. c. 52; Laws of Minn, 1925, c. 206. 

® Minn. Star. ANN. c. 53; Laws of Minn. 1933, c. 246. 
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appointment of an interim committee in the House to make a study of small loan 
legislation. This committee made a thorough investigation of conditions in Min- 
nesota and interviewed public officials and welfare leaders in Illinois, Indiana, 
Pennsylvania, New Jersey, New York, Connecticut, and Massachusetts to determine 
the effectiveness of small loan legislation in those states. The report of the Interim 
Committee to the 1929 Legislature’ contained details as to the method of investiga- 
tion, its findings, and recommendations for legislation. Although the 1929 Legis- 
lature failed to pass small loan legislation as recommended, the findings of the 
Interim Committee did acknowledge the evils of loan shark activities and the merits 
of sound small loan legislation which were recognized later in Minnesota by passage 
of the Small Loan Law in 1939. A summary of the most significant findings 
follows: 


That the general usury laws of this state and of other states are such as to render it 
impossible for the average borrower to obtain money at a rate of interest within the 
limit fixed by law. 

That the necessitous borrower, unable to borrow at banks or elsewhere at legal rates, 
will and does borrow from other sources at higher rates. 

That to meet the needs of this large class of borrowers who cannot obtain money at 
legal rates of interest the loan shark has appeared, supplying the need, but at unreasonable 
and extortionate rates of interest. 

That in the large industrial centers of Minnesota, as in similar centers of population in 
other states where effective legislation has not been enacted, loan sharks do a thriving 
business based upon rates of interest which range from 120 to 400 per cent per annum 
and higher. 

That the loan shark by threats and intimidation preys upon the weakness and igno- 
rance of the borrower with whom he deals. 

That laws such as the general usury law of this State are ineffective in curbing the 
loan shark evil, because they are arbitrary and unsound in principle in that they do not 
make proper allowance for the various types of loans, the difference in credit and security 
possessed by borrowers and the elements of expense involved in the making of loans. 

That to legalize the lending of small sums of money at prescribed rates in excess of 
the general maximum interest rate, fair both to lender and borrower, with provision for 
State licensing, inspection and supervision of the lender, offers the only practical method 
of exterminating the loan shark. 

That the legalization of a rate of 314°% per month on loans of $300 or less does not 
interfere with or jeopardize the borrower who now is capable of obtaining a loan at 
a bank or elsewhere at banking rates of interest. 

That legislation of the character embodied in the uniform law has received the 
approval and endorsement everywhere of organizations and individuals who have given 
the matter consideration. 


As shown in the summary above, the problem and its solution were well laid 
out ten years prior to action taken. The findings were general in nature, but 


7 Masetu H. Paice, Cuarrman, R. J. Quintivan, Guy C. Ditvey, ano J. R. ScHweITzeR, REPORT OF 
THE INTERIM COMMITTEE OF THE House oF REPRESENTATIVES, STATE OF MINNESOTA, ON SMALL LOAN 
LEGISLATION (1929). 
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specific cases, exposed in formal investigations subsequently made, proved their 


soundness and correctness. 

Following the defeat of the small loan bill in 1929, sporadic bills to control small 
loans with varying degrees of support and effectiveness were introduced and lost in 
the legislative sessions through 1935. 


INTENSIFIED Exposure oF Usurious LENpING Activiry CULMINATING 
IN EnacrMENT OF SMALL Loan Law IN 1939 


By the 1937 session, the voice of public opinion was intense and determined 
against the activities of the loan sharks in Minnesota, particularly in the large metro- 
politan areas of Minneapolis and St. Paul. The Better Business Bureau of Min- 
neapolis, the Minneapolis Legal Aid Society, Family Service of St. Paul, other public 
welfare agencies of both cities, as well as many other community organizations and 
leaders took an active interest in, and sought a solution to the cases of hardship and 
distress of harassed borrowers caused by the flagrant flaunting of the usury law by 
a multitude of “high rate” lenders. A national magazine, “Today,” in the December 
16, 1936 issue, carried an article by Marc A. Rose entitled, “Sharks in Minnesota.”® 
Just prior to the opening of the 1937 legislative session, highlights of the article were 
printed in many of the leading newspapers in the state. The following quotes 
from the article summarize the situation and the general plan of the drive to correct 
it: 


Loan sharks are tearing a $5,000,000 chunk out of the annual income of the people of 
Minnesota and carrying most of it off to other states. The bulk of the money is taken 
from the wage and salary earners of the Twin Cities . . . More than 100 loan offices, 
good and bad, do business in Minneapolis and St. Paul. Many advertise extensively . . . 
The Twin Cities are determined to do something about it when the Minnesota Legislature 
meets in January. Social agencies, bankers, newspapers and other leaders of the com- 
munity have tried before to wipe out the great bootleg loan business but they have 
failed . . . Loan shark lobby has succeeded again and again to defeat the bill to regulate 
small loans. It was fairly easy to do . . . Smearing of motives was effective but the real 
difficulty has always been that Minnesota is predominantly a rural state despite her great 
cities . . . The lawmaker from the farming district simply could not see where the 
problem touched him, could hardly be made to see that it was important to anyone save 
an “improvident” and “no-account” fringe of city workmen. That is a wholly mistaken 
conception for more than half the borrowers who get into the toils of loan sharks are 
skilled workmen and white collar people . . . In the Twin Cities, 50,000 are continuously 
in debt, paying $5,000,000 a year interest on $2,000,000 in outstanding loans. One of the 
largest offices is estimated at $50,000 outstanding; the average office handles $20,000 
capital . . . The money lender is not a useless parasite, he is most essential to society— 
very fact he can collect 240°% shows how desperately he is needed. Nobody submits to 
such a gouge if he can borrow money cheaply. 


Although the campaign to pass small loan legislation was intensified in 1937, the 
bill was again defeated in the House. 
Following the 1937 session, a direct effort was instituted by social agencies sup- 


® Today, Dec. 19, 1936, p. 18. 
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porting passage of effective small loan legislation to secure specific information and 
statistics to show the magnitude of the problem as it actually existed in the Min- 
neapolis area. Prior to 1937 there were comparatively few statistics available on the 
operations of usurious lenders within the State. An investigation conducted by the 
Minneapolis Legal Aid Society in 1937 and the data obtained by the Better Business 
Bureau of Minneapolis in preparing a special report on high rate loan companies 
provided the insight on the problem needed to rally public opinion in favor of small 
loan legislation. A study of typical cases of Minneapolis wage earners in Bankruptcy 
Court and their involvement with high rate lenders also contributed to the mass 
of evidence showing the need for control of lending small sums. The Hennepin 
County Bar Association had a committee actively studying and resolving cases of 
distress caused or aggravated by high rate lending tactics. A Citizens Committee 
composed of scores of leading citizens in Minneapolis also became active in the 
drive. In the fall of 1938, a series of actions were commenced by the state on relation 
of the county attorney of Hennepin County to enjoin several loan firms from con- 
ducting a small loan business in the city of Minneapolis in which usury was in- 
variably exacted. These cases also served as a rallying point for supporters of control 
by legislation. 

The results of the study made by the Legal Aid Society of Minneapolis, be- 
ginning in 1937,° disclosed that: 


over a period of one year, a total of 307 loans made by 208 borrowers were carefully 
studied. It was found that there were in operation in Minneapolis alone, at least sixty 
different loan companies which could be established definitely and conclusively as com- 
panies which were engaged in the business of lending money at rates far in excess of all 
known legal maximums. The disparity in numbers alone between the legitimate lenders 
and these usurious lenders is significant. The average interest rate on these loans was found 
to be approximately 224 per cent per annum, with rates in single instances running in 
excess of 1,000 per cent. The average monthly income of borrowers from these companies 
was approximately $90 to $100. By far the greater proportion of borrowers were married 
persons with an average of two or three dependents, exclusive of husband or wife. Two 
hundred and seventeen of these loans were for periods of six months or less. The longest 
loan period recorded in the investigation was forty months, and the shortest-term loan, 
one of $5 to be repaid in one week with $1 interest. Of the amounts borrowed, 257 were 
loans of $50 or less, 58 being loans of $50 each, and coincidentally, 58 being loans of $25. 
Only 21 loans were in excess of $100. 


The investigation of high rate loan companies in Minneapolis conducted by the 
Better Business Bureau covered a twelve month period from July 1, 1938. While it 
was not completed until after passage of the Small Loan Law, preliminary findings 
and many individual cases of distress caused by high rate lending activities were 
publicly exposed and effectively presented to the legislative committees in support 
of sound small loan legislation. As to the scope of the investigation by the Better 
Business Bureau:’° 


* Bachelder, The Small Loan Business Unregulated, 25 ANNALS 35, 36-37 (Sept. 1939). 
7° SpecIAL REPORT ON INVESTIGATION OF HIGH RATE Loan ComPANies IN MINNEAPOLIS, JULY 1, 1938 
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During the twelve months period from July 1, 1938 to July 1, 1939, 414 people who were 
in difficulty with high rate loan companies were interviewed. These 414 people were 
involved with 84 different loan companies for periods ranging from a few days up to 21 
years each. They were involved in a total of 2,784 loans, with an average of a trifle under 
7 loans per individual interviewed. These figures exclude those cases where the parties 
were involved wholly with the financing of conditional sales. 

The annual interest rate charged varied from a low of 33% to a high of 1,353°/ on the 
loan itself. These interest rates where predicated upon straight loans and they do not 
in any sense of the word consider accumulated interest on pyramids of renewals. It was 
found that in many instances, after a few renewals, the face of the note consisted solely of 
pyramided illegal charges . . . The borrowers had long since repaid the money lent, plus 
legal interest, so that all payments from that time were sheer tribute payments under 
duress. 

In some instances it was impossible to compute the interest rate accurately, as sufficient 
information was not obtainable. For the most part such cases were those where the 
borrower had made a series of renewals. In those cases the borrower usually had no 
receipts or evidence of payment and an imperfect recollection of the facts. It was difficult 
to apply a formula which would fairly and accurately reflect the true interest rate. Be- 
yond a doubt those cases would increase greatly the average interest rate reached. In 
many cases the interest rates on the renewals would have run well over 2,000%%. Never- 
theless, the average interest rate per loan, without considering pyramids or renewals, was 
218.42°/, annually; in other words, slightly in excess of 18°, per month. 


In the actions instituted against four loan firms in Minneapolis in the fall of 1928, 
the Hennepin County Attorney generally alleged a cause of action for injunctive 
relief against the maintenance of a public nuisance and sought appointment and 


retention of receivership pending suit. Two of the cases later were carried to the 
Minnesota Supreme Court on appeal by defendants. While the opinions of that 
court were not rendered until after the passage of the Minnesota Small Loan Law, 
the decision in the Metro Loan Company case" contains a recital of statistics on the 
operations of the defendant and develops some interesting and important law on the 
right of the state to enjoin usurious lending as a public nuisance. The public ex- 
position of loan shark tactics in these cases, the expressed determination of the county 
attorney to ask for receivership of every company doing a loan shark business, and 
the announced intention of the attorney general on behalf of the state to come in and 
join with the county attorney in all cases against illegal lenders charged with being 
public nuisances were most importance developments in exposing the usurious loan 
situation in Minneapolis before the people in Minnesota. 

The complaint in the case against Metro Loan Company is typical of the basis 
of the actions instituted by the State against usurious lenders in the fall of 1938. The 
complaint charged that defendant “maintains a common or public nuisance in 
Hennepin County, Minnesota, and is engaged in habitually, continuously and re- 
peatedly, openly, publicly, persistently and intentionally doing the acts hereinafter 


ro JuLy 1, 1939 (Berrer Business BuREAU OF MINNEAPOLIS, INC., 1939). This investigation was con- 
ducted by Charles W. Root, who, as assistant counsel for the Legal Aid Society of Minneapolis, also 
conducted most of the investigation for the Legal Aid Society in 1937. 

“State ex rel. Goff v. O'Neil d.b.a. Metro Loan Co., 205 Minn. 366, 286 N.W. 316 (1939). 
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set forth, all to the injury of the public and contrary to the public policy of the State 
of Minnesota.” The complaint alleged that the defendant was engaged in the “loan 
shark business,” the principal object of which was “to collect and extort illegal and 
usurious rates of interest, sometimes as high as five hundred thirty per cent (530%) 
per annum, from wage earners who are forced by necessitous circumstances, such as 
sickness, birth of children, accidents, etc., to borrow small sums of money.” Quoting 
now from Associate Justice Andrew Holt’s majority opinion in the case:"* 


It is averred that the amounts of the loans made by defendant are small, varying from 
five to fifty dollars, that they are originally made for short terms, usually from one to 
six months, to be repaid in small monthly or semimonthly payments; that defendant 
advertises the business extensively, offering commissions to those bringing him customers; 
that he purposely selects the poor and necessitous wage earner, and exacts notes for the 
loans in amounts grossly in excess of the sums loaned; that defendant has made many 
hundreds of these usurious loans, many of which are outstanding at this time; that the 
legal remedies and defenses of these borrowers are inadequate and ineffective in that 
the borrowers are unwilling and financially unable to prosecute or defend their rights in 
court. These allegations are extensively amplified by showing the methods used to extort 
payment of the usurious loans, and the inability of the borrowers to get out of defendant’s 
clutches once they are in. 


. . « From examination of the books and evidences of indebtedness of defendant's 
business, taken over when appointed, the receiver makes an affidavit showing the existence 
of 595 loans, upon which there still appears unpaid in excess of $14,000, although of the 
total sums loaned of 314,400, over $20,000 has been repaid. It is further shown that of 
these loans only four were of $100 each; all the rest were in sums of $50 and less. The 
interest rate of each loan is shown. Only in five cases was it less than 100 per cent per 
annum. Those five were 76, 82, 87, 94, and 96 per cent per annum. In the other 590 
loans the interest rate per annum would average well over 300 per cent, one exceeding 
1,000 per cent. 


In addition to the extreme variance of rates charged in individual cases and the 
unconscionable average interest rate per loan disclosed by the special investigations 
and court cases, the public exposures also crystallized the oppressive methods char- 
acteristic of loan shark practices. As shown by reports of social agencies the tactics 
used by the typical loan shark operator in acquiring, maintaining, and collecting 
loans created a serious social and economic evil. Twelve of the most typical and 
common evils that were connected with illegal small loan operations in Minnesota 
are summarized below. How the small loan law and regulations in Minnesota were 
developed and enforced to correct these evils will be shown later. Summarizing 
the loan shark practices exposed by investigations: 


1. About 100 high rate loan offices were operating in Minneapolis and St. Paul 
making loans generally of $50 and less, charging average annual interest 


rates of about 220 per cent. Many debtors owed 7 or more lenders. 


? 305 Minn. at 371-372, 374-375, 286 N.W. at 319, 320-321. 
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Law AND CONTEMPORARY PROBLEMS 


. Advertising extensively and openly soliciting loans clothed the loan shark 


with an outward appearance of respectability and legitimacy. 


. Cash bonuses were paid present customers who referred new borrowers. 


. Borrowers were cajoled or coerced into renewing loans constantly, being 


able to pay exorbitant interest only, or, in many cases, adding the accrued 
interest to the renewal amount. 


. Borrowers, unable to meet extortionate charges, borrowed from Peter to pay 


Paul, until they found themselves hopelessly owing many high rate loan 
companies. 

Tricky transactions of the lenders in drawing loan contracts through several 
methods were used to confuse and conceal the true nature of the debt. One 
note, two notes, sometimes three notes were drawn or required to be signed 


in blank. 


. Receipts for payments were vague and indefinite, if given at all, and most 


borrowers had no idea of the status of their loans. 


. On final payments, notes were usually not returned; borrowers were fur- 


nished only the torn portion bearing their signatures. 


. Loans were limited to small amounts because lenders were unwilling to 


risk the borrower's defense of usury. This forced many borrowers to owe 
many different companies, with no practical means of relief through court 
actions. 

Court records revealed numerous suits against borrowers. Frequently gar- 
nishments were attempted and successful although not properly served. 
Deceptive notices simulating process, pleadings or other legal notices were 
sometimes used to coerce and intimidate debtors. 

Repeated telephone calls at work and home, constant harassing by collectors 
at all hours, contacting employers frequently, and many other harsh col- 
lection practices were employed. 


the facts and figures revealed in the investigations and court cases which 


exposed the usurious lending problem were well publicized in 1937 and 1938 and 
were well presented before the 1939 Legislature in support of a sound small loan 
bill. The Minnesota Small Loan Act was passed February 15, 1939, and went into 
effect June 1, 1939. 


Borrowers Protecrep UNDER THE MINNESOTA SMALL Loan Law 


The Commissioner of Banks is the administrator of the Minnesota Small Loan 
Law. The Commissioner investigates the financial responsibility, experience, char- 
acter, and general fitness of applicants for a license to conduct business under the 
law and approves or denies applications depending upon his findings as to the 
applicant's qualifications and whether the business to be conducted will promote the 
convenience and advantage of the community. He is required to examine the 
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affairs, business, office, and records of each licensee at least annually and is em- 
powered to make general rules and regulations and specific rulings, demands, and 
findings for the enforcement of the law. 

The administration of the law by the Commissioner of Banks has been con- 
structive and effective. From the outset, his policies and procedures have been de- 
signed to carry out the full meaning and intent of the law. His rules and regula- 
tions have been promulgated to protect the borrower to the fullest extent and yet 
are fair and unprejudiced to licensees operating under the law. 

Immediately upon passage of the small loan law on February 15, 1939, a number 
of companies applied for licenses to conduct business on its effective date. These 
early applications, however, were returned to the applicants pending the adoption 
of orderly procedural rules. On May 26, a few days before the Act took effect, the 
Commission announced the promulgation of preliminary rules and regulations and 
issued instructions for filing of applications on or after June 1.'* Under the pre- 
liminary rules and regulations, advertising of any nature was prohibited until a 
release date which was announced later after the early rush of applications was 
processed. Also, all advertising matter was reviewed and approved by the Com- 
missioner’s office before publication and distribution. In order to assure an orderly 
administration of the law during the organization and development stage, the Com- 
missioner at first accepted only applications for licenses in Minneapolis, St. Paul, 
and Duluth. The number of licenses issued to any one company was restricted to 
prevent the possibility of a monopoly, and licensees were limited to making loans 
to borrowers residing within restricted, defined areas. These limitations were 
effective in assuring that the loan shark evil in Minnesota would be corrected first 
where it was known to exist. 

Twenty-eight applications for licenses in Minneapolis, St. Paul, and Duluth were 
filed in the first hour of business on June 1, 1939." On June 7, the Commissioner 
announced the issuance of the first 6 licenses, all for offices in Minneapolis and St. 
Paul. By that time, there were 35 applications on file for Minneapolis, 25 for St. 
Paul, and 11 for Duluth.’® After investigation, many of the applications for licenses 
were denied by the Commissioner, but none of the applicants appealed the decision. 
By the end of 1939, there were 85 licensed small loan offices, with the great majority 
located in the three large cities of Minneapolis, St. Paul, and Duluth. 

On December 12, 1941, the temporary rules and regulations governing adver- 
tising were repealed and superseded by the “Rules of Fair Trade Practices and Ad- 
vertising Standards for Licensees Operating Under the Minnesota Small Loan Act,” 
which had been adopted by the Minnesota Association of Small Loan Companies 
on November 12, 1941. This code formulated by the trade association of the loan 
industry in Minnesota was adopted by the Commissioner as an experiment in self- 
censorship and self-regulation. The success of the experiment is proven by the 


*8 Commissioner of Banks, State of Minnesota, Bulletin of May 26, 1939. Re: Small Loan Application. 
‘* Minneapolis Times, June 1, 1939. 
© Td. June 7, 1939. 
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continued, unamended existence of this code which regulates advertising standards 
of small loan licensees in Minnesota. 

Effective February 15, 1942, permanent rules and regulations governing the 
conduct of small loan licensees were promulgated to replace the temporary rules 
as amended. These rules and regulations were the result of lengthy study and col- 
laboration with a committee of the Minnesota Association of Small Loan Com- 
panies.’® In 1945, a law was passed permitting administrative agencies of the state 
to issue rules and regulations.’* This statute prescribes reasonable notice, a fair 
hearing, findings of fact based on substantial evidence, and a precaution that such 
rules and regulations shall not exceed the powers vested by statute. It provides for 
review of rules and regulations by the attorney general and, upon approval by him, 
permanent filing with the secretary of state. The rules and regulations for small 
loan companies adopted under the procedure required by the 1945 law became 
effective October 2, 1945, in substance reconfirming the 1942 regulations. 

There has been no material revision of the small loan law in Minnesota since 
its passage. The rules and regulations for small loan companies have been only 
slightly altered except for revocation of the unusual provisions which were adopted 
primarily for an orderly beginning of administration by the Commissioner of 
Banks. At the outset, the Commissioner adopted rather stringent policies tending 
to limit the scope of operations of licensees. Although these policies have been 
moderated to some extent as confidence in the ethics and standards of the industry 
has been recognized, the methods and mode of operation remain subject to the 
protective provisions of the policy originally established. 

Interpretations of the small loan law by the courts in Minnesota are rare and 
there has been no case challenging the validity of any section of the small loan 
statutes. The Commissioner of Banks on several occasions has requested opinions 
from the attorney general for clarification of specific sections of the law. These 
opinions’® relate either to the question of nonlicensees being subject to investigation 
by the Commissioner, or the right of a licensee to permit any other business to be 
conducted in the licensed office. The absence of any material conflict over the mean- 
ing of the statute and regulations can be considered as a tribute to the fair admin- 
istration of the law by the Commissioner of Banks and the willingness of the licen- 
sees to cooperate and comply with his directives and policies. 

Twelve typical evils connected with high rate lending operations prior to the 
passage of the small loan law in 1939, summarized from investigations, court cases, 
and other public exposures, were previously listed in this paper. The protective 
provisions of the Minnesota Small Loan Law and regulations and practices which 
have been adopted and relate to the correction of those conditions are set out for 


the purpose of comparison: 


*® Commissioner of Banks, State of Minnesota, Bulletin to Licensees, Feb. 11, 1942. 
77 Minn. Stat. ANN. §§15.041 to 15.049, Laws of 1945, ¢. 452. 
*8 Ops. Minn. Art’y GEN. 29-A-8, Feb. 16, 1939; 29-A-8, Mar. 12, 1942; 53-A-8, Dec. 22, 1942. 
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. The maximum charge permitted by law is 3 per cent month on unpaid 
principal balances. No other charges whatsoever are allowed. 


. False, misleading and deceptive advertising is prohibited by law. All ad- 
vertising must be in strict accord with the “Rules of Fair Trade Practices 
and Advertising Standards for Licensees under the Minnesota Small Loan 
Act.” 

. A regulation provides that licensees may not offer or advertise gifts, allow- 
ances, gratuities or other monetary inducement of any character to borrowers, 
merchants, business groups or other persons to induce borrowing. 

. A regulation prohibits licensees from including accrued charges on an exist- 
ing loan in the amount of a renewal. 

. To prevent the possibility of any borrower becoming involved in debt by 
owing many small loan companies, the licensees themselves, through an 
exchange bureau to which all companies within a lending area belong, have 
voluntarily adopted a ruling which prevents any person from having more 
than two small loan creditors. All applicants for loans from small loan 
licensees are cleared through the local exchange bureau and the two-loan- 
limit is effective throughout the state. 

. As required by law, the borrower receives a statement of his loan giving 
full particulars. A regulation provides that all blank spaces on documents 
must be filled in before the borrower signs. 

. As required by law, the borrower gets a receipt for every payment made, 
showing the amount applied to charges and to principal and the remaining 
unpaid principal balance. 

. Under the law, any borrower may make payment in advance in any amount 
at any time; on full payment, notes and security papers are stamped “Paid” 
and returned to borrower. 

. Up to the maximum limit of $300, loans may be made for any amount 
needed by a borrower within his ability to repay. 

. Regulations require licensees to maintain complete records on all suits and 
garnishments for inspection by the Commissioner of Banks. 

. The loans and business, including books, accounts, records and files of a 
licensee, are open for inspection and examination at any time by the Com- 
missioner of Banks. 

. Borrowers may present particulars to the office of the Commissioner of 
Banks at any time they consider any licensed lender’s method of operation 
objectionable or subject to criticism. Upon presentation of a complaint, the 
Banking Department thoroughly investigates the facts and when warranted 
requires a full accounting of the transaction from the licensee involved. 
Proper adjustment in any individual case or in the operating policy of the 
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licensee is required whenever justified and the Commissioner will take such 
action as is deemed advisable to enforce the provisions of the law and regu- 


lations. 
ConsuMER LoANs IN MINNESOTA AFTER FourRTEEN YEARS UNDER THE SMALL Loan Law 


The credit structure in Minnesota now offers sources for installment loans to all 
classes of consumers with varying needs and credit standings. Statutes now pro- 
vide for installment loans from banks at 6 per cent discount per annum with a 
maximum loan of $1,500,'° from industrial loan and thrift companies at 8 per cent 
discount per annum plus fixed investigation fees with a maximum loan based on 
common capital, as well as from small loan companies at 3 per cent per month on 
unpaid principal balances with a maximum loan of $300. Credit unions are also 
available to many consumers eligible for membership for loans at 1 per cent per 
month on unpaid principal balances. 

The extent to which the small loan agencies have met the need for credit facilities 
and the type and nature of loans made by them are shown by the 1952 Consolidated 
Report issued by the Commissioner of Banks.” The 108 licensed small loan offices 
in Minnesota made 195,722 loans totaling $39,614,883.14 during the year and had 
119,295 accounts totaling $21,307,674.69 outstanding at the year end. The average 
size of loan made during 1952 was $202.40, and 45,530 loans were made in amounts 
of $100 or less. Over half of the loans (101,654) were made on an unsecured basis. 
The small loan industry had $21,597,000 invested in the business of making loans 
of small amounts to approximately 120,000 consumers in Minnesota. 

The present geographical distribution of licenses reflects the type and size of 
communities which are serviced by small loan companies. Of the total 108 licensed 
offices at the end of 1952, 36 were located in Minneapolis and its suburbs, 27 in 
St. Paul and suburbs, 11 in Duluth, 3 in Rochester, 3 in St. Cloud, 2 in Winona, 2 
in Austin, a total of 15 licenses in eleven other cities outside the Twin City area 
with populations in the 10,000 to 20,000 class, and the remaining 9g licenses in g cities 
ranging in population from 5,000 to 10,000. Thus, 68 per cent of the licenses are 
located in the Minneapolis-St. Paul area or in Duluth. These three cities are the 
only large urban areas of Minnesota where the industrial, trade and office workers 
who need small loan facilities are concentrated. Many of the smaller cities in 
Minnesota have experienced considerable growth in population over the past decade 
through the addition of industrial plants and distributing services. In these cases, 
the increase in wage earner and salaried population has been recognized by the Com- 
missioner who has granted small loan licenses for the convenience and advantage of 
these commuities. 

After fourteen years of experience under the law, significant are the opinions of 

7° MINN. Stat. ANN. §§48.153 to 48.157, Laws of 1945, c. 544, as amended by Laws of 1947, c. 314. 


2° REPORT OF THE COMMISSIONER OF BANKS, STATE OF MINNESOTA, FOR THE TWELVE MONTH PERIOD 
FROM JAN. I, 1952 THROUGH Dec. 31, 1952, OF SMALL LoaN Companies LicENsED UNDER MINNESOTA 


STATUTES c. 56 (1953). 
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its administrator and the social welfare agencies who knew best the conditions as 
they existed prior to its passage and who have the closest contact with the segment of 
our population most likely to need and use small loan service. 

The following quotations were published in 1952.*? 

In a statement dated May 14, 1952, Mr. A. W. Hoese, then Commissioner of 
Banks, comments on the Minnesota Small Loan Law and its results as follows: 


Public records in Minnesota give clear evidence of the social evils that existed in the 
small loan field prior to the passage of the Minnesota Small Loan Act in 1939 and it was 
the intent of the Legislature by this Act to stamp out the loan sharks. Immediately upon 
the effective date of the Act, the lending of small sums at exorbitantly high rates of 
interest ceased. Practically no cases have come to our attention of any direct lending 
activity at unlawful rates. 

The absence of customer complaints and the growth of the small loan business in 
Minnesota over the past decade are clear proof of public acceptance of the law. The 
business is clearly an essential part of the consumer lending structure in Minnesota. 


The Legal Aid Society of Minneapolis conducted an investigation of usurious 
loan operations in 1937. Reviewing conditions after passage of the law, Mr. Robert 
C. Holtze, Chief Counsel, in a letter dated May 15, 1952, made this statement: 


We are pleased to report that no cases of usurious lending in the small loan field 
have come to the attention of this office in the past several years. Prior to the passage of 
the Uniform Small Loan Act in 1939 this office was constantly involved in defending 
victims of “loan shark” lending at rates far in excess of the legal limits. 


The Better Business Bureau of Minneapolis also made a study of high rate loan 
companies prior to passage of the Small Loan Law. Mr. C. W. Shirk, Manager of 
the Bureau, stated as follows in a letter dated June 4, 1952: 


Since the enactment of the Uniform Small Loan Law in Minnesota a negligible 
number of complaints have come to us on small loan matters, most of these few cases 
arising from a misunderstanding of the law. Our experience leads us to conclude that 
compliance with the law and its administration by the state banking department are 
satisfactory. . 


Family Service of St. Paul actively supported the passage of the Minnesota Small 
Loan Law in 1939 as a solution to the “loan shark” problem. On May 14, 1952, 
Mr. A. A. Heckman, Executive Secretary, wrote in part as follows: 


Thirteen years have passed since our Legislature enacted the “Small Loan Law” and 
wiped out the “loan sharks” that had plagued the wage earners of this state for so many 
years. We have observed carefully the results of this legislation and are pleased to 
report that the benefits of this legislation exceed our expectations of over a decade ago. 


22 SMALL LoAN SERVICE IN MINNESOTA (MINNESOTA ASSOCIATION OF SMALL LOAN COMPANIES, JUNE, 
1952). 








NEBRASKA HAS NO LOAN SHARK 
PROBLEM TODAY 


Haroip JoHnson* 


In the nineteen-thirties Nebraska was often referred to as the white spot of the 
nation because it was the only state of the union that had no bonded indebtedness. 
Nebraska was proud of that record which goes back some twenty years. It was 
but one of the many bright features of our local government. Among numerous 
others, this Cornhusker state also looks with pleasure and pride upon its successful 
accomplishments in dealing with the loan shark. 

Its initial steps in exterminating the financial leeches were commenced almost 
forty years ago. In 1915 an act to regulate the lending of money was adopted 
which limited the rate of interest and charges.’ It was more than a mere enabling 
act, for it contained various regulatory provisions, some of which are common today 
in the most modern of small loan acts and the most recent of the model drafts. 

We know today that the 1915 act was not all that it should have been, fully and 
unflinchingly to stand the test of time and changing conditions. We know now 
that it was not sufficient to serve as an impenetrable dike forever to hold back the 
currents of guile, ingenuity, and resourcefulness of the unscrupulous and lawless. 
But it was a pretty good beginning. That was particularly so in view of the lack 
of a model to serve as a guide. We need only remember that this early Nebraska 
law was enacted prior to the first Russell Sage Model Draft and that even the Sage 
Model went through seven revisions before it was considered to be reasonably satis- 
factory and more or less set. 


Earty Act 


Under the act of 1915, any person who had the amount of the license fee and was 
able to furnish a $2,000 bond, could obtain a license. There were no standards of 
character and fitness or of convenience and advantage.? Supervision was under 
the Secretary of State and licensees were required to keep certain books and records 
and were subject to periodic inspections.* The act required that receipts be given 


* Assistant Director and Counsel, Department of Banking, State of Nebraska. 

* Nes. Comp. Stat. §§45-112, 45-126 (1929). 

*? The Act did provide that when application was made for a license, “Protests may be made by 
any person to the issuing of such license and when such protests are filed with said secretary of state 
the latter shall give notice to persons whom he considers interested and hold a public hearing within 
two weeks on such protest before issuing such license. The said secretary of state shall have power 
to reject any application for license after hearing upon such protest” (§45-114). In the absence of 
protest the secretary had no authority to deny a license, Virtually no protests were made because there 
were no prescribed grounds for objection and there were no standards to guide or control the secretary 
in acting on a protest. 

*Sec. 45-117. “The secretary of state is hereby charged with the duty of inspecting the business 
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for payments and imposed limitations on the taking of assignments of wages and 
chattel mortgages, and imposed other requirements on the lender in making and 
collecting loans which were intended to protect the borrower. Under the 1915 act, 
lenders were permitted to charge interest not to exceed the rate of 10 per cent per 
annum and a brokerage fee of not more than one-tenth of the amount loaned. The 
act went on to provide: “No charge in addition to the said interest and brokerage 
fee shall be exacted, charged or collected, excepting an examination fee of not more 
than fifty cents on all loans not exceeding fifty dollars in amount.” In the event of a 
renewal, extension or transfer, a new brokerage fee could not be charged for a period 
of six months. By way of further limitation and protection to the borrower, that 
act provided (§45-119) : 

The brokerage fee chargeable either upon original loan or upon a renewal, extension or 
transfer shall not be payable in advance but only upon final payment of loan. Interest 
shall not be payable in advance, and chargeable only upon unpaid balances. The exam- 
ination fee hereinbefore provided shall be payable at the time of the making of the loan. 
A licensee shall not be entitled to any examination fee or any charge whatsoever unless a 
loan is actually made. If interest or charges in excess of those hereinbefore prescribed 
shall be received by any licensee, the said licensee shall thereupon lose all his right to 
collect or receive any sum whatever on said indebtedness. 


Despite the apparent efforts to safeguard the public, the ingenuity of a few served 
to establish bridgeheads for unconscionable charges and objectionable practices. 


AsusEs UNCOVERED 


In 1941, the operations of some shady lenders preying upon Nebraska citizens, 
especially in Omaha, came to the attention of the Governor and various members 
of the jegislature. The Governor asked for legislation designed to stamp out those 
practices. As pointed out by William T. Foster in his article on “The Personal 
Finance Business Under Regulation,”* the Nebraska 1915 law was regarded as de- 
fective in that while it did bring in new capital, it did not keep out the very high-rate 
lenders. In that respect, we have already observed that the early law had no 
licensing standards and so the supervisory official had no practical control in re- 
jecting the undesirable. Moreover, the general supervision was lax and indifferent 
and there were technical loop-holes in the law, particularly with respect to the 
manner in which the brokerage charge was stated. How right the Governor was 
in asking for improvements in the Nebraska small loan law was demonstrated by 





records and accounts of all persons, firms, corporations or associations which lend money under the 
provisions of this act and is hereby empowered to appoint deputy inspectors in each county in the state 
who shall, under the direction of the secretary of state, inspect the books and records of such persons, 
firms, corporations or associations annually and more often when directed to do so by the secretary of 
state and said inspectors shall be compensated for their services at the rate of five dollars per day for 
the time actually employed for such inspection and a full day shall consist of 8 working hours. Said 
compensation for said inspectors’ services shall be paid by the person, firm, corporation or association 
whose business books and records are inspected” (Laws 1915, c. 204, §6, p. 435). 
“8 Law & ConTemp. Pros. 154 (1941). 
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the investigation conducted by the Banking Department when it took over the ad- 
ministration under the 1941 act. An investigation and inspection of every lender in 
the state was required, with a view to licensing only those under the new law who 
were found to be fit. This resulted in a great “housecleaning.” Nebraska contained 
a number of unscrupulous lenders who were taking advantage of the public by 
making exorbitant charges. Proceedings were commenced against these operators 
which resulted in some being placed in receivership, and all were stopped from 
operating in the state. 

Investigations connected with cases against these companies required a tremendous 
amount of time and patience in interviewing the borrowers, obtaining the facts, and 
then calling upon them to testify. The trial of these cases extended into many 
weeks. If previously there had been doubts as to the need for an improvement 
in the small loan law in Nebraska, this investigation was without doubt the best 
thing that could have happened. First-hand knowledge was thus obtained of the 
conditions which actually existed prior to effective regulation. 

In general the public was under the impression that these companies made 
but few loans, with no conception of the tremendous quantity of loans made by 
these “unscrupulous lenders” or the exorbitant charges involved. The investigation 
showed that charges of 300 per cent to 500 per cent per annum were being made by 
these “outlaws.” Their customers were found to be people of most unfortunate 
financial circumstances. The pitiful examples of oppressed borrowers which came 
to the attention of investigators when interviewing these people in their own homes 
were indescribable. In many instances, people had borrowed only a small amount 
and were never able thereafter to get out of debt. Payment was being made con- 
tinually month after month. In the process of cleaning up these conditions, the 
genuine need for a fully effective small loan law became understood, perhaps for the 
first time, converting the previous feeling of abhorrence toward small loan operations 
to one of enthusiasm for the future administrators of the act. 

Time has added to the conviction of the department of the need for well regulated 
small loan service and demonstrated as well the economic place which well-operated 
small loan companies occupy in our modern life. 

The Governor recommended that supervision of the small loan business be placed 
under the Banking Department. Parenthetically, it might be pertinent to observe 
that up until that time many of those in the Nebraska banking profession and, 
indeed, some of the executive personnel of the Banking Department itself, had a 
feeling of apprehension running almost into the realm of contempt for those in the 
small loan business and were imbued with the belief that such an activity was an 
evil to the economy and that persons so engaged were busily preying like parasites 
upon unfortunate victims and those of unequal bargaining power. It was, therefore, 
something of a bold step to propose that the supervision of that business be placed 
under the Banking Department which might be prone to give it unsympathetic 
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guidance and treatment. Undoubtedly, experience in other states offered encourage- 
ment to the change in supervision which is now accepted so gratefully by those 


concerned. 


1941 ENACTMENT 


Now for some of the details of the comprehensive act passed in 1941.° This act 
was a combination of certain features of the Russell Sage Drafts and the 1915 Ne- 
braska Act. It was a remedial act in a true and full sense. Administration was 
transferred to the Banking Department from the Secretary of State. Strict qualifica- 
tions for a license were established, by imposing the new customary standards of 
character and fitness as well as of convenience and advantage. On the theory that 
a loan ceiling of $300 or $500 was not sufficient to satisfy the requirements in 
Nebraska and also in view of the reduced purchasing power of the dollar, the legis- 
lature took the forward looking view that the maximum amount of loan should be 
fixed at $1,000. (Actually, the 1941 act limited the service charge on loans of $1,000 
or less, and the loan ceiling of $1,000 was established by the 1943 amendment.) Many 
other states have now also pushed the loan ceiling beyond the $300 and $500 limita- 
tions taking into consideration changes in conditions and requirements.® Interest 
was limited to g per cent per annum and a service charge of one-tenth of the amount 
of the loan up to $1,000 was authorized. The service charge was based upon a 
period of one year and was to vary proportionately for periods of more or less than 
a year. 

The Department of Banking was authorized to issue rules and regulations (now 
administratively determined to be unnecessary); to regulate dual business; to issue 
cease and desist orders; and to prescribe the form of annual report. Advertising 
and wage buying were placed under control. 

The 1941 act was amended in 1943 so that the Nebraska law now more nearly 
conforms to the Russell Sage Seventh Draft except as to insurance and the 
maximum amount of loan. Several of the larger companies operating in Nebraska 
were also doing business in other areas, including surrounding states, and for sake 
of uniformity, they urged a revision in the statement of the rate. These lenders 
were successful in their efforts and the maximum charges were expressed in an over- 
all per cent per annum basis. The limitation became 36 per cent per annum on 
the first $150 of the amount of the loan and 30 per cent per annum on that part of 
the loan between $150 and $300, with a maximum of g per cent on the remainder 
of the loan up to $1,000. 


® Nes. Rev. Stat. §§45-114, 45-162 (1943). 
° Other states having a ceiling of $1,000 or more are: 

Ohio $1,000 Nevada $1,500 South Dakota $2,500 
Wyoming $1,000 Maine $2,500 California $5,000 
Although the ceiling under the small loan law is $300 in the states of Arizona, Colorado, Maryland, 
Massachusetts, New Hampshire, Rhode Island, Utah, and Wisconsin, under separate laws small loan 
companies in those states may make loans up to the following amounts: Arizona, $1,000; Wisconsin, 

$2,000; Colorado, Maryland, Massachusetts, New Hampshire, Rhode Island, and Utah, no ceiling. 








46 Law AND ConTEMPORARY PROBLEMS 


The 1941 act as amended will be discussed here in some detail. Subject to a few 
clarifying amendments in 1953 which will be reviewed later, the act as amended in 
1943 is still in effect. 

Thus far, there is no indication that the permissible rate of charge is any greater 
than it should be. As is true in most regulated states, the Nebraska rate is fixed by 
the legislature and is deemed adequate to return a reasonable profit to the lenders. 
If the rate is too low, legitimate lenders will leave the field to be replaced again by 
“loan sharks” as was demonstrated by the recent experience in Missouri’ as well as 
that in New Jersey® some years ago. The experience in Nebraska indicates that the 
present rate is a fair one. For instance, the 1952 Consolidated Annual Report issued 
by the Nebraska Department of Banking and covering the 140 licensed small loan 
companies, shows that the per cent of net earnings calculated upon average assets 
employed when computed before interest was paid on borrowed money was 7.28 
per cent; when computed after interest was paid on borrowed money, it was 3.86 
per cent. 

Even though the act has a $1,000 ceiling, generally lenders confine their loans to 
amounts not in excess of $500 to $700, depending upon the circumstances of the 
lender, the habits and practices in the particular locality, and other factors. In many 
cases, the risk of making a $1,000 loan to an applicant, usually without any real or 
sufficient security, is acknowledged to be too great. At the same time, Nebraska is 
essentially a farm state and many of the customers of the small loan companies 
have seasonal income with need for larger sums to tide them over for a period of 
time, and in addition, many are self-employed farmers and others who have re- 
quirements of larger sums for equipment and supplies. The need for the $1,000 
ceiling is very well justified and the fact that the average loan may be less than 
$500 is not a material factor here in measuring the amount of the ceiling. The 
following classification of loans by size shows that more than 25 per cent of all loans 
made were within the bracket of $150 to $300; another 25 per cent in the bracket of 
$300 to $500; and the total number of loans in amounts in excess of $500 represented 
less than 25 per cent of all loans made under the small loan law. 


7On July 1, 1946, Section 44 of Article III of the Missouri Constitution became effective, which 
prohibited classification of lenders for the purpose of legislation fixing maximum rates of interest. 
The Missouri Supreme Court held that the section repealed the small loan law, but the general interest rate 
of 8 per cent per annum remained in effect. Law abiding lenders were forced out of the state because no 
adequate rate was provided. Many loan sharks returned. As reported by Joe B. Birkhead (Missouri 
Curbs Loan Sharks, Quarterly Report, published by Conference on Personal Finance Law, Summer, 1951, 
p. 70), the long fight to rid Missouri of the loan sharks who had come in in the interval since 1946 was 
concluded on May 8, 1951, when the Governor signed Senate Bills 78 and 79. 

®In 1929 the New Jersey legislature reduced the rates on loans up to $300 or less to a maximum of 
1% per cent per month. Most of the law abiding licensed lenders withdrew from the state because 
they could not operate at that rate. In 1932 the New Jersey legislature adopted a small loan law 
similar to the Russell Sage Fifth Draft. It authorized a maximum rate of charge of 2% per cent per 
month on loans of $300 or less. Legitimate lenders returned to the state thereafter to the extent per- 
mitted under the convenience and advantage licensing standard. 
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CLASSIFICATION OF LOANS BY SIZE 





Small loans made during the year: Number of Amount 
Accounts 
(a) Loans of $ 25.00 or less 1,341 $ 30,042 
(b) Loans of $ 25.01 to $ 50.00 4,623 199,885 
(c) Loans of $ 50.01 to $ 150.00 20,958 2,133,072 
(d) Loans of $150.01 to $ 300.00 28,886 6,501,407 
(e) Loans of $300.01 to $ 500.00 25,466 10,391,604 
(£) Loans of $500.01 to $ 750.00 13,278 8,092,462 
(g) Loans of $750.01 to $1000.00 10,304 9,589,726 
(h) Total small loans made 104,856 $36,938,198 


LIcENSING STANDARDS 


As has already been indicated, one of the very important deficiences of the early 
Nebraska law was the absence of licensing standards, including character and fitness 
and convenience and advantage. It is most fortunate that they were included in the 
1941 act for they are more important than the bond requirement. (It is appropriate 
to note that in Colorado, Utah, and Virginia recent small loan enactments have 
omitted the bond requirement and New York state removed the bond requirement 
by legislative enactment in 1953.2 Two other states, South Dakota and Wyoming, 
enacted small loan laws in 1953, both of which omit mention of a bond.) There 
have been those who have been opposed to the convenience and advantage standard 
on the theory that it interferes with free enterprise. That standard should be applied 
only to the extent that it is necessary to prevent over-crowding in the lending field 
which in turn brings about an over-extension of credit and in turn redounds to the 
distress of the borrowers who have been over-loaded and who then become subject 
to extreme collection practices. 

An effort was made at the 1947 session of the Nebraska legislature to remove 
the convenience and advantage clause from the Nebraska small loan law (L.B. 262). 
The bill was defeated in the unicameral legislature on April 4, 1947 by a vote of 30 
to 7, with 6 members not voting. The editorial page of the Nebraska Lincoln State 
Journal for April 5, 1947 carried the following comment on the legislative action: 


In killing the Benesch bill that would have permitted anyone to enter the small loan 
business the legislature was merely carrying out a policy with respect to public supervision 
of financial institutions that was found necessary some twenty-five years ago in the regula- 
tion of banking. Under the terms of the banking act no charter may be issued unless the 
department head finds it is necessary to the convenience and advantage of the public, 
and this provision is carried in the small loans law. Under the conditions that existed 
before the twenties no limitation was placed on the number of banks that could be started. 
The result was that more than a thousand were in operation, three or four times as many 
as more recent experience has shown were needed. To have eliminated the convenience 
and necessity clause in the small loan act would have brought back the private loan 
shark and made impossible the close supervision now in effect. 

*See Wiesner, New York Bond Requirement Eliminated, Quarterly Report, published by Conference 
on Personal Finance Law, Summer, 1953, p. 71. 
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Later, under date of May 22, 1951, the Supreme Court of Nebraska held the 
convenience and advantage licensing standard to be constitutional in the case of 
Motors Acceptance Corporation v. McLain, Director of Banking.’ The court de- 
clared that the restriction of the number of licenses was necessary to accomplish the 
purpose of the act and that the convenience and advantage limitation was not 
violative of constitutional provisions as conferring arbitrary powers where an ade- 
quate appeal to the courts is provided. It cannot be said, the court ruled, that the 
administrative order denying a license, which is sustained by the evidence showing 
a reasonable relation to the regulation of the business, is unreasonable and arbitrary.!! 


RuLes AND REGULATIONS 


By Section 45-129 of the Act of 1941, the Department of Banking was authorized 
and empowered to make general rules and regulations and specific rulings, demands, 
and findings as might be necessary for the proper conduct of the small loan business 
and the enforcement of the small loan law, not inconsistent with that law. Rules 
and regulations were promulgated as authorized by that Section. Under date of 
December 13, 1946, however, the Nebraska Department of Banking, Small Loan 
Division, issued an order repealing all rules and regulations which it had promul- 
gated under the small loan law. The repeal was based on the following considera- 
tions: 

1. There seems to be a tendency in both state and federal governments to have 
too extensive rules and regulations. 

2. The law itself appears to be sufficiently broad to cover all of the subjects in- 
cluded in our rules and regulations. 

3. The licensees have demonstrated their desire to operate within the limitations 
prescribed by the law and within the scope of the intent of the act. We have confi- 
dence in their continued cooperation after the repeal of such regulations. 

The Iowa Department of Banking also repealed the rules and regulations which 
it had issued under the small loan act. Some five years after the repeal of those 
regulations in Iowa, Mr. Otis L. Jones, Supervisor, Small Loan Division, Iowa 
Department of Banking, publicly stated: 


79154 Neb. 354, 47 N.W. 2d 919 (1951). 

* The evidence submitted on behalf of the Department in support of its refusal to grant the license 
was confined largely to the following points: 

“1. Inadequate return or profit by the existing licensees in Omaha due to the excessive competition. 
The average return upon assets used in the small loan business during the year 1948 was approximately 
4 per cent. 

“2. An exhibit showing more licensees per capita than any other city of comparable size. A com- 
parison was made of the number of licensees per capita per family per buying power per retail sales 
between the city of Omaha and cities of comparable size throughout the nation, revealing that Omaha 
was overlicensed in comparison with other communities. 

“3. A tabulation showing all agencies in the city of Omaha engaged in the business of making 
consumer loans revealing that there were already 95 of such agencies engaged in this business, including 
credit unions, banks, small loan companies, and other institutions. 

“4. A showing that the applicant was not in the small loan business and contemplated making 
loans only upon automobiles to a class having an above average credit risk; that this class of limited 
service would not be for the convenience and advantage of the community.” Quarterly Report, published 
by the Conference on Personal Finance Law, Summer, 1951, p. 86. 
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Our experience in rescinding Rules and Regulations has been very satisfactory. Rules 
and Regulations are of no purpose whatsoever, unless they are lawfully made and as our 
Small Loan Act is complete within itself, we could see no real reason for trying to 
elaborate on the law. 

The success since rescinding the regulations is due largely to a well organized Small 
Loan State Association, who work very closely with us in trying to follow the intent 
and purpose of our law. We would not hesitate recommending the rescinding of Rules 
and Regulations to any State Supervisory agent who has a well organized association, to 
more or less police themselves. In other words we still have the law in case of a violation, 
permitting us to rescind the license in case violations are made. 


INVESTIGATIONS 


In addition to the annual report that licensees are required to submit to the 
Banking Department, the Nebraska law provides that the Director of Banking, 
through his duly appointed Examiners, will conduct a semi-annual investigation 
of the loans and business of each licensee, together with an examination of its books 
and records. This is perhaps an over-emphasis and an unnecessary burden on the 
lenders. In most states, only one such examination is made each year and experi- 
ence elsewhere had demonstrated that this is of sufficient frequency. (This is not 
intended to embrace special examinations which the Director may cause to be made 
at any time when circumstances seem to warrant.) The licensees pay the costs and 
expenses of these semi-annual examinations so the state has no financial burden in 
this respect, but each time the state adds to the overhead expense of the lender, 
there is just that much less chance of a voluntary rate reduction. It seems obvious 
that needless expense and burden should be avoided, particularly when the lenders’ 
earnings are now no more than fair and are subject to a continuing squeeze because 
of mounting overhead expense. 


Dua. Business 


The 1941 Nebraska act contained a provision regarding dual business. Under 
Section 45-123, it was provided that no licensee shall conduct the business of making 
loans under the Act within any office, room or place of business where any other 
business is solicited or engaged in, or in association or conjunction therewith, except 
as may be authorized in writing by the Director of Banking upon his finding that 
the character of such other business is such that the granting of such authority would 
not facilitate evasions of the Act or the rules or regulations lawfully made thereunder. 
At least in Nebraska that provision was not entirely appropriate. Offices conducting 
a small loan business would have difficulty surviving in the smaller cities in Ne- 
braska if they were not permitted to conduct some other type of business, such as 
real estate, insurance, etc., because the volume of the small loan business would not 
be sufficient to support the operation on the basis of the rate as limited by the 
statute. Accordingly, the legislature in 1953, when examining the law for other minor 
possible amendments, to be noted later, concluded that the dual business clause 
should be amended. As changed, the advance written approval of the Director 
is not required, although the Director may, at any time, order the licensee to dis- 
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continue any business conducted in the same office, if such other business would 
facilitate evasions of the small loan law.’? 


Crepit INSURANCE 


By express language in the 1941 act, a licensee was permitted to require a bor- 
rower to insure tangible personal property “of a kind usually requiring insurance 
protection when offered as security for a loan” against any substantial risk or loss, 
damage or destruction, for an amount and term and upon conditions which are 
reasonable and appropriate considering the nature of the property and the amount, 
maturity, and other circumstances of the loan.’* The provision that “No other 
insurance shall be required as a condition precedent to the making of a loan” was 
construed to mean that a borrower could not be forced to buy other insurance but 
that small loan companies were authorized to sell credit life, health and accident 
insurance in connection with the making of loans, where it was purchased on a 
voluntary basis. 

The act was somewhat ambiguous and this construction had to be made by in- 
terpretation of the Attorney General and the Department of Banking. This inter- 
pretation followed what appeared to be the legislative intent. 

With the amendment of the small loan law in 1953 (L.B. No. 280), all doubts re- 
garding the sale of credit life and disability insurance have been removed. The 
legislature has spoken squarely on this subject and the act now specifically provides 
that such insurance may be written upon any loan in an amount not exceeding the 
total amount to be repaid under the loan contract and for a term not extending 
beyond the final maturity date of the loan contract.’* The law specifically permits 
the licensee not only to write the insurance, but also to receive commissions from the 


** This change was encouraged by the lenders because the Nebraska Supreme Court in the case of 
Grand Island Finance Co. v. Eacker, 155 Neb. 546, 52 N. W. 2d 805 (1952), invalidated a small loan 
contract for a technical violation of the dual business provision of the act. The written approval for 
dual business in that case did not cover one or two minor items of business carried on by the licensee. 

*8 A charge for an insurance premium was held to be a proper item to include in a loan. Under- 
writers Acceptance Corp. v. Dunkin, 152 Neb. 550, 41 N. W. 2d 855 (1950). 

** The insurance provision in the Nebraska Small Loan Law was changed by an amendment (L.B. 
No. 280) approved by the Governor on April 11, 1953, so as to read as follows: 

“The following types of insurance may be written in connection with loans made by licensees under 
§§45-114 and 45-155: (1) Fire, theft, windstorm; or comprehensive, including fire, theft, and windstorm; 
fifty dollars or more deductible collision; bodily injury liability and property damage liability upon motor 
vehicles; (2) fire and extended coverage insurance upon real and tangible personal property; (3) life, 
heaith, and accident insurance, or any of them may also be written upon any loan in an amount not 
exceeding the total amount to be repaid under the loan contract, and for a term not extending beyond 
the final maturity date of the loan contract; Provided, that in the event of a renewal of a contract of 
loan, this type of insurance shall be cancelled and a refund of the unearned premium credited or made 
before new insurance of this type may be written in connection with such loan. 

“Notwithstanding the provisions of §§45-137 and 45-138, any gain or advantage, in the form of 
commission or otherwise, to the licensee or to any employee, affiliate or associate of the licensee from 
such insurance or its sale shall not be deemed go be an additional or further charge in connection with 
the contract of loan. The insurance premium for such insurance may be collected from the borrower 
or included in the contract of loan at the time the loan is made, Insurance permitted as aforesaid shall 
be obtained through a duly licensed insurance agent, agency, or broker. Premiums shall not exceed 
those fixed by law or current applicable manual rates. Insurance written as above authorized may contain 
a mortgagee clause or other appropriate provision to protect the insurable interest of the licensee.” 
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premiums in connection therewith. The act continues to provide that insurance 
cannot be required as a condition precedent to the making of the loan. In addition, 
there is to be only one policy in force and, upon a renewal or a new loan to a present 
customer, the previous policy must be canceled. 

As amended, the law is clear and there is no need for departmental rules or 
regulations. The official view in Nebraska was in accord with the recommendation 
set out in the Report of the Insurance Committee of the National Association of 
Small Loan Supervisors in its session of September 17-20, 1950. At that time, the 
Committee concluded as follows: 


It appears as though the legislature should definitely determine, in each instance, 
whether or not insurance is to be sold by small loan companies, setting out fully the rights, 
limitations and restrictions. 


SECURITY 


The Nebraska act departs from the standard pattern of small loan laws in that it 
does not prohibit a licensee from taking a lien upon real estate as security for a loan 
made under the small loan law. In practice, however, real estate mortgages are 
seldom taken in connection with small loans. The 1952 Consolidated Report issued 
by the Banking Department and covering the 140 licensed small loan companies 
shows that only 569 loans were made during the year of 1952 secured by real estate. 
This was out of a total of 104,856 loans. During that period, a total of 36,478 loans 
were secured by household goods and 26,500 loans were secured by automobiles. 
The 1952 Consolidated Report contains the following over-all showing regarding 
types of security: 


CLAssIFICATION OF Loans By TyPE OF SECURITY 
Small loans made during the year Number of Amount 
secured by: Accounts 
(a) Household goods 36,478 $13,463,058 
(b) Automobiles 26,500 11,532,501 
(c) Other chattels 10,236 4,520,396 
(d) Unsecured 26,371 5,805,129 
(e) Comaker, endorsed or guaranteed 2,072 432,446 
(f) Wage assignment 1,793 341,235 
(g) Real estate 569 358,866 
(h) Other consideration 837 484,567 


i) Total 10 856 $36,9 8,198 
4 39,93 


As will be noted in the following section, it is seldom the practice of lenders 
actually to seize possession of and sell the security as a means of collecting an account 
in full or in part. 

CoLLection Practices 

It has been publicly charged from time to time that small loan companies use 

harsh and abusive tactics in collecting from delinquent borrowers. In some cases 
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these allegations have been made on a national basis. As the Nebraska Supervisor 
of Small Loans, I will endeavor to point out only the practices in Nebraska. 

At various times representatives of the Banking Department made personal in- 
vestigations and inquiries of borrowers (classified as to those with delinquent and 
those with prompt accounts) as to the treatment received from the Nebraska licen- 
sees. The Department has considered’ that it is its public duty to determine just 
what practices are being used by the small loan companies in this state. 

As a background to this investigation, it was found that nearly 83 per cent of the 
loans made are for the purpose of consdlidating debts already contracted and owing 
to doctors, dentists, hospitals, departrnent stores, furniture and appliance stores, 
and many other sources. This means that most of the loans made by the Nebraska 
licensees are for the purpose of helping the debt-laden person through the payment 
of his numerous bills by consolidating his obligations into one contract to be repaid 
upon a budget plan. The investigation disclosed that the tactics used in collecting 
from borrowers of this type compared favorably with the collection tactics used by 
credit departments of some stores, professional bill collectors, and attorneys. 

In practically all cases of inquiry we have found that the treatment received from 
small loan companies was far superior to that received from other sources where 
the overdue accounts originated. Many of the people offered high praise for the 
service rendered to them by the small loan companies in helping them to budget 
their indebtedness and pay for it on an orderly payment plan. Previously they were 
bothered by collectors from various stores at all times of day and night which dis- 
rupted them in many ways. They said that some collectors had been very abusive 
and had approached them in such ways and times as to make it very embarrassing. 

A very interesting observation was made when it was discovered that in some 
instances where a customer had paid off his open accounts by the consolidation of 
his debts through the assistance of a small loan company, the salesmen for some of 
the same merchants then solicited the borrower again to get in debt with new 
purchases. It appears to be a continuous cycle. 

As the experience in 1952 demonstrates, legal action against borrowers is com- 
paratively infrequent. Out of a total of 104,856 accounts, suits were instituted in 
only 321 cases. Actual seizure of security as a collection means was also uncommon 
as a glance at the following chart will show: 


Possession OF CHATTELS 
WHEN IN USE WHEN Nor In Use 
Number of Loan Number of Loan 
Accounts Balance Due Accounts Balance Due 
Household goods 19 $ 5,646 15 $ 6,745 
Automobiles 67 26,619 50 18,555 
Other Chattels II 2,720 6 2,826 


The periodic investigations reveal that the Nebraska small loan companies have 
been and are now using reasonable collection practices. The Department plans to 
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continue periodic surveys because it is believed to be important to the licensees and 
the industry in general. 
CoNncLUSION 


Looking over the small loan situation in Nebraska with a rather critical eye, it 
appears that from the borrower’s standpoint, the atmosphere is conducive to fair 
treatment and good loan service—all at a reasonable rate of charge. From the 
lender’s outlook, there is a good prospect of a fair and reasonable return based on 
money loaned, services rendered, and expenses incurred. (For instance, in Nebraska 
in 1952 the per cent of net earnings calculated upon average assets employed (1) 
before interest paid on borrowed money was 7.28 per cent, and (2), after interest 
paid on borrowed money was 3.86 per cent.) By virtue of the small loan law and 
the careful supervision thereunder, there is no great disparity in the bargaining 
power between the borrower and lender. The Banking Department of Nebraska 
intends to do all in its power to keep it that way. 

The disturbing activity and influence of the loan shark is today at more than 
a low ebb in Nebraska. It is virtually non-existent. (It would be Utopia to expect 
that an occasional shark would not try to stick his head under the tent.) This almost 
complete absence of loan sharks is the most important reason why the borrowers 
of Nebraska are receiving the good small loan service they deserve. It is the job 
of the Banking Department to make sure that this attractive picture is not marred. 

The loan shark has been described as a lender of small sums at high rates on the 
sleazy chattels of the unfortunate or improvident. This unattractive character is a 
pest that can grow up in our midst or blow in from afar. Progressively, we have 
been more successful in the extermination of that operator. The loopholes in our 
earliest law have been plugged up in successive steps. At the present time, the state 
of Nebraska enjoys almost complete freedom from this evil force. That does not 
mean we can relax, for Nebraska is vulnerable to the possible return of loan sharks 
because they are still alive in nearby states. South Dakota passed its first effective 
small loan law in 1953. If it is well administered, as we think it will be, the loan 
sharks that did business there will be looking for a new camping ground. Kansas 
is still infested with the high-raters, and these operators are looking for a bigger 
territory. North Dakota and Montana are unregulated states from the standpoint 
of small loans. Consequently, we in Nebraska must continue to be alert. Freedom 
from loan sharks is based upon eternal vigilance. 








PROGRESS IN CONSUMER CREDIT IN KENTUCKY 


B. J. LenrHan* 


Kentucky was one of the later industrial states to adopt a version of the Russell 
Sage Foundation Uniform Small Loan Law. As such, Kentucky represented one 
of the last bastions of boodle for the nefarious loan sharks, The throttling grasp 
of loan sharks upon Kentucky wage earners with each succeeding year pushed up 
personal bankruptcies until Kentucky became known as the Bankruptcy State and 
Louisville as the Bankruptcy Capital of America. 

The sixteenth biennial report of the Kentucky Department of Labor covering the 
period from July 1, to 1932 to June 30, 1934 shows the growth of wage earner bank- 
ruptcies in considerable detail. A chart therein illustrated that in 1930 in the United 
States, 96 out of 100,000 wage earners sought bankruptcy relief, whereas in Ken- 
tucky there were 320, and in Louisville 800, per 100,000. The report further states: 
“The disparity is directly traceable to the loan shark evil growing out of lack of pro- 
tective laws for the wage earners.” In actual truth, when a victim became enmeshed 
in the loan shark toils, his only recourse for relief was “Bankruptcy or Death.” 

Like rats in a corner, the sharks fought viciously to keep Kentucky as one of 
their fields of exploitation. Through crude but still clever devices—such as dual 
note forms, agency and brokerage operations, phony merchandise purchases, forced 
insurance sales, and other equally deceitful methods—the loan sharks carried on their 
operations boldly throughout the entire Commonwealth. They placed their offices 
in prominent business locations in all the larger towns throughout the state. 

In addition to the brazen and openly operating, organized loan sharks, there 
were literally thousands of small “pocket lenders” operating in the offices and plants 
of industries and commercial establishments all over the state. These “pocket 
lenders” had somehow acquired from several hundred to several thousand dollars 
which they usually loaned to fellow employees at rates similar to the openly operating 
sharks. They felt encouraged by the complacency of the general public toward 
usury and while far less publicized than the commercial lender, they made their 
sizable contribution to the misery and destitution that was the lot of so many 
thousands of Kentucky citizens. 

To understand why such a dreadful expression of man’s inhumanity to map. 
should exist in this supposedly enlightened stage of human progress, one has to 
realize the tremendous fear of debt and the deep rooted prejudice against money 
lending which dates back to the biblical days and far beyond. It is to this fear and 
ignorance and this deep and stupid prejudice about money lending, that the evils 
of loan sharkery in America and Kentucky can be laid. 


* President, Time Finance Company, Louisville, Ky. 
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There is a startling and disturbing lack of progress by educational institutions 
and industrial brains in educating the masses of the world, and of America, about 
the economic facts of life for the borrowing and lending of money. Great strides 
have been made by those engaged in the business in selling the general public on 
effective use of consumer credit as it applies to the purchase of consumer durable 
goods. In fact, consumer credit has grown so rapidly in America in the past three 
or four decades that it has lifted the level of prosperity and well being of our average 
citizen beyond the fondest dreams of even the wealthy of just a few generations 
ago and certainly to the highest level in the entire history of humanity. But even 
this fabulous growth of consumer credit financing of purchases has been accom- 
plished through selling rather than education. There are still far too many con- 
sumers unable accurately to determine financing costs or to make a correct com- 
parison between discount finance rates and cash lending charges. 

The oldest uniform small loan laws of the United States are now entering their 
fourth decade of existence. Some new states have been added, in this year 1953, to 
those which have satisfactory laws governing the lending of money to consumers. 
Thankfully, these new states and many of the older ones have adopted new laws or 
revised old ones, which have placed loan ceilings at more realistic levels in the 
light of modern needs than the $300 ceiling which was the standard years ago, and 
which still prevails in several states such as Kentucky. These modernized new and 
old regulatory loan laws not only provide a wider borrowing service to the people 
of their respective states but also lower over-all costs, saving American borrowers 
many millions of dollars each year. 

With all these new legislative advances and the obviously greater perception of 
the need of a broad, fair and reasonable-cost consumer cash lending system, there 
still prevails in the minds of a large segment of America’s population very much of 
the fear, ignorance, and prejudice about borrowing and lending money that prevailed 
as of old. 

As a matter of fact, it is this very same public attitude which, in such a large 
measure, permitted the existence of the terrible and demoralizing loan sharkery that 
existed in Kentucky and other states prior to the passage of adequate, protective laws. 
It was the apathetic and indifferent attitude of so many Kentucky business, civic, 
political, judicial and educational leaders—the so-called enlightened public—which, 
in its self-satisfying knowledge that if it ever needed money it could secure that 
money at a bank at a so-called 6 per cent rate of interest, led them to ignore the 
utterly pitiful predicament of the masses of Kentucky citizens who had no means 
to secure a loan at a bank. It is no tribute to our secondary and higher institutions 
of learning that they had failed to educate the so-called enlightened public and 
leadership in Kentucky to a realistic appreciation that it is impossible for a bank 
or any other lending institution to lend money in small amounts to people of little 
means with no commonly acceptable bank collateral at a 6 per cent pure, or discount, 
rate of interest. So, untold thousands of Kentuckians were delivered over to the 
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misery and destitution of patronizing the illegal lenders who, in ignorance or preda- 
tory greed, gouged them with unconscionable charges ranging from 200 to as high 
as 1,000 per cent per annum. 

The vacuum thus created by this shameful ignorance, prejudice, and lack of 
realistic economic knowledge literally offered an engraved invitation to the greedy 
bootleg lenders to mulct the masses. The tremendous profits garnered by these 
hundreds of openly operating loan sharks and their thousands of pocket lending 
satelites emboldened them and made them impervious to the sporadic and im- 
practical efforts exerted to halt their operations. Publicity, legal actions, and even 
arrests, deterred them but little. Like the whiskey bootleggers of the prohibition 
era their profits were so great that they were able to employ expert, if not ethical, 
legal counsel to extricate them from entanglements in which occasional efforts 
rigidly to enforce the usury laws engaged them. Their profits were so great, and 
their patronage to fee-minded magistrates so consistent that these elected repre- 
sentatives of the people were almost their employees. Ironically enough, the very 
laws of the state itself were so often on their side that whenever they exerted legal 
pressure to extract their “pound of flesh,” they were able to do so with little risk of 
loss. Those are the facts and that was the situation that prevailed with increasing 
incidence in the sovereign Commonwealth of Kentucky, as it grew to increasing 
industrial importance in the decades preceding 1934. 

Repeated efforts were made at legislative sessions by a small but truly enlightened 
core of newspaper editors, legislators, public officials, union leaders, and civic minded 
citizens, who clearly perceived the economic enslavement of the masses of Kentucky 
wage and salary earners caused by the lack of an effective law—a law which would 
on the one hand protect small borrowers, and on the other, invite honorable and 
ethical capital into the field adequately to service the financial needs and desires 
of the great mass of people. But, at each legislative session, the excessive profits of 
the illegal lenders enabled them to raise substantial slush funds. Not only were 
the votes of legislators bought to defeat the passage of a decent regulatory law, but 
money was freely spent to inflame the ignorance and prejudice of many sincere 
minded legislators and people of influence and to persuade them to stand against 
the law which would have wiped out the evil. 

Here is where the leadership of educational institutions and commerce and in- 
dustry failed miserably and unwittingly played the game of the loan sharks and 
left the masses of our citizens in economic jeopardy and despair. For, had the so- 
called “enlightened” leaders of our state been aware of the economic facts of con- 
sumer borrowing they would have seen through the false propaganda of the loan 
sharks, who, while charging up to 1,000 per cent per year themselves, threw up the 
horrible smoke screen of “42 per cent usury.” 

In confirmation of loan shark legislative tactics to insure unmolested operation 
of their evil racket, here is an editorial quotation from the “New Era,” which carried 
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on its masthead, “Kentucky’s Oldest and Greatest Labor Paper.” It is the issue of 
January 16, 1932: 
Once—just once—Kentucky a/most did its duty to the thousands of worthy citizens who 
cannot help themselves. In 1928 the Kentucky legislature passed a small loan bill, only 
to have it vetoed by Governor Sampson. 
Before—long before—the 1928 session of the legislature, all of the loan sharks in Paducah, 
Kentucky, received a comprehensive letter from the local collector for the high rate loan 
shark combine. At that time there were twenty-five loan sharks in Paducah for a popu- 
lation of about 25,000. 
After this legislation failed on account of the veto of Governor Sampson, citizens of 
Paducah with the welfare of the community at heart conducted a local campaign against 
the loan sharks. For the time being the loan sharks “crawled into their hole”’—but now 
they are in full swing again. A reduced reproduction of the exact letter of the Paducah 
Collector for the loan shark combine is reproduced on this page. It is dated from Miami, 
Florida, February 25, 1927 and it reads as follows: 

Paducah High Rate Loan Men, 

Gentlemen: 

January, 1928 we will be cor‘ronted with the supreme fight in Kentucky, to de- 

termine whether the 314°, people dominate Kentucky or whether we are to continue 


operating our business. 

There is no such thing as operating where the 34° bill is passed and in force. This 
has been definitely proven this year. 

Only 4 states will assemble their legislatures in 1928. All the states of the Union are 
in session this spring except the 4 that will assemble next January. 

One of these 4 (Virginia) is already under the 314° rule leaving only 3 states for 


them to centralize on in their fight in the spring of 1928. 

They have openly boasted that they will pass the 34° Bill in Kentucky in 1928 or 
forever abandon the field. Their final effort will be made in the 1928 legislature 
to either pass the Bill or give up the right for all time thereafter. 

More than 30 states will be dominated by the 344°% interest after the present sessions 
adjourn. 

They openly boast as to what they are going to do for us next time the legislature 
meets. 

Now are we going to surrender or are we going to fight them? To fight them we 
must have our organization working before they get retrenched. We can whip them 
if we get together and not wait till next January to start our fight. 

Just ask ourselves is my business worth putting up a fight to continue operating. 
What would we do if we were out of the loan business. For we surely will be 
out if this 344% Bill is passed. 

Now here is the solution. Start right now put aside each month this year a certain 
amount. Say ($20) per month for the next 10 months. This will give each office 
$200 in hand by January the rst. 

We can do this and never miss it and have it ready at any moment it is needed. This 
will give Paducah $1,400.00 to make what will be our last and final stand. And if 
we do this we will win but if we neglect this the other factions will win. And we 
will be working for some concern at about $80 per month for a living. 
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The reason I suggest this method is simply this. We are always in a strain financially 
in January. December calls for very heavy loans. Our business rarely ever remits 
in December. 

In January we have a license to pay and collections are always slow in January. Bad 
weather and bankrupts galore usually follow. 

Therefore, if we begin now our business will be saved and we can continue to make 
a living out of the loan business. But if we neglect and fall down then we are 
doomed. Not one of us but what make bad loans to the amount of $20 every month 
and never miss it. Then why not charge out $20 each month while we are doing 
business and be ready for the fight that is just ahead. We are not guessing at this. 
We know. 

So trusting you boys will each adopt this method for it is the easiest and surest way 
to be ready when the time comes. 

I can assure you that my offices will put in dollar for dollar for what the rest put 


up per office. 
Sincerely, 
/s/ J. V. Jones 


When the 240% loan sharks talked among themselves, it is a different story than the 
one they used to fool the public. When speaking of their business for the benefit of the 
public, it is usually a story about what fine fellows they are and how they are helping the 
public. But how different when they have their own “Tea Parties.” The letter repro- 
duced here frankly states that they would not be able to operate if Kentucky adopted 
adequate small loan regulations like 26 other states have done. 

. . . These high rate loan sharks who charged the needy borrower in Kentucky 240%, 
seemed to be concerned not about the borrower—but about themselves and their high rate 
business. And then they begin to raise money for legislative purposes—just how this 
money is used is another question. But the fact remains that they raised the money to 
prevent the passage of legislation, at least according to the information in the attached 
reduced reproduction of the letter of the Paducah Collector for the 240°/ loan shark 
combine—and they made plans one whole year ahead. 


The above editorial comment from an old established labor union newspaper 
reveals the major facets of the problem confronting the advocates of a proper regu- 
latory Kentucky law. Perhaps more importantly, the reproduced letter of the loan 
shark slush fund collector bares in all its naked ugliness the vicious and greedy 
self interest of the loan sharks. It should be noted that the collector’s letter was 
dated in February, 1927, and while the legislature in 1928 enacted a regulatory small 
loan law, it was vetoed by the then governor. 

The date of the “New Era” issue was January 16, 1932, shortly after the biennial 
session of the legislature had started. The loan shark collector’s letter was well 
publicized and distributed during this legislative session. But, this revealing letter 
and its shocking contents did not turn the tide, for the small loan law again was 
badly defeated in both Houses. Seemingly, the position of the Kentucky loan sharks 
was impregnable. It was a thoroughly disillusioning and disastrous defeat for 
the forces of good. There was a great deal of despair in the leadership of the small 
loan advocates, The chicanery of the loan sharks and even of some local labor 
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leaders who piously professed a desire to protect their membership from “42 per 
cent usury”—added to the ignorance, indifference, or lethargy of the business, educa- 
tional and civic leadership of the state—seemed an utterly insurmountable bar- 
rier. Still some small loan advocates persevered, and educational efforts were con- 
tinued. 

By the fall of 1933 the situation in the industrial cities of the state became so 
intolerable that a great crescendo of protests arose. It appeared that at long last 
the leadership of the state was properly enlightened. Citizens’ committees were 
formed. A great newspaper campaign was waged. Day after day the press por- 
trayed in its columns the story of misery, destitution, and gouging of citizens. Pub- 
lic officials became aroused. 

When the legislature met in January, 1934, the battle lines were drawn. On the 
one hand, the belatedly aroused indignation of the state’s leadership—and on the 
other hand, the evil vote-buying sharks and their unwitting allies, the sincere but 
benighted and prejudiced stooges. Some of these stooges may not have been so 
sincere or unwitting, as the following editorial discloses. This editorial appeared 
in the “Kentucky Post” of Covington, dated February 10, 1934: 


Just as expected, opposition to the Bill that will drive loan sharks out of Kentucky and 
keep them out is being led by Pete Campbell, who is recorded on the Lobbyists’ Book 
at Frankfort as Secretary and Treasurer of the Kentucky State Federation of Labor. 
Every time within recent years that remedial Small Loan legislation has been proposed, 
Pete Campbell has fought it. There must be a reason. Campbell denies that he is 
being paid by the loan sharks. We have to take his word for it. 

Pete Campbell has a perfect right to oppose antiloan shark legislation as a private in- 
dividual, but when he tells a House Committee that he is speaking for organized labor, 
then we are going to call his bluff. Pete Campbell does not speak for organized labor 
in opposing this loan shark Bill and we have the word of William Green, President of 
the American Federation of Labor to prove it. 

The remedial small loan legislation now being considered at Frankfort has the written 
approval of the President of the American Federation of Labor, just as it did two years 
ago. We have Mr. Green’s letter over his own signature to prove it. 


The “Kentucky Post,” whose crusading Editor, D. E. Weaver, played such a vital 
role in the final enactment of the Kentucky law, came out with another editorial on 
February 19, 1934. We quote it below: 


Before the Kentucky Legislature is a Bill which will effectively exterminate the loan 
sharks which have been preying on Kentucky wage earners for so many years by charging 
usury at the rate of 250 to 500% a year. 

As always, there is strong opposition to the Bill, from the loan sharks themselves and 
their paid Lobbyists. Loan sharks make a lot of money—as they should at their interest 
rates—and are generous contributors to certain campaign funds. 

By generosity such as this, they hope to beat the Bill sponsored in the House by Chris- 
topher Gottschalk of Kenton County, and in the Senate by Fred A. Harrison of Williams- 
town. 
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The Bill would put legal recognition on the fact that a small loan firm making loans 
without security must charge more than the present legal rate of 6% in order to exist. 


Opposition to the Bill is based on the theory that 42°% a year is too much interest. Per- 
haps it is, but it is vastly superior to 250%, the amount the loan sharks have been 


charging and will charge as long as they are tolerated. 


Still another leading Kentucky newspaper and a crusading editor came out 
shortly thereafter with a fighting editorial that put the issue with outstanding vigor 
and clarity to each member of the legislature: 


An Open Letter to the Kentucky General Assembly 


Gentlemen: 

Believing that you, as representatives of the people of Kentucky, desire to help smash 
the vicious ring of loan sharks now engaged in bleeding thousands of working men 
and women of our state of approximately $5,000,000 every year, nearly every dollar 
of which goes out of the state, we desire to present the following facts for your 
earnest consideration: 

A meeting of representative loan sharks was held in Louisville Saturday afternoon, 
February 17, at which time plans were made to raise a slush fund which is to be 
paid to certain politicians to insure that certain members of the House and Senate 
will be ordered to vote against the Gottschalk-Harrison Bill. The assessment against 
each loan shark firm was set at $350 and twenty-eight firms are included in the list, 
which would raise a fund of $9,800. 


. . we believe you should know in advance that a slush fund is being raised to be 
spent at Frankfurt to BUY votes against the Gottschalk-Harrison bill. 


The Herald-Post 
R. E. Roberts, Editor 


Then the farmers of the state joined in the battle. The following news story 
appeared in the Louisville Herald-Post, February 5, 1934: 


Support of the Kentucky Farm Bureau Federation, its thirty county units and its 8,000 
affiliated farm women was pledged the Herald Post’s campaign for remedial Small Loan 
legislation today by Ben Kigore, Executive Secretary of the State Federation. 

“We're for you 100%,” declared Mr. Kilgore in an interview. “We'll talk it up to our 
Representatives in both Houses of the Legislature and I’ll lend my personal support at 
Frankfort toward passage of the Gottschalk Bill without amendment.” 


Virtually all of the newspapers in the industrial communities throughout the 
state took their editorial pens in hand and demanded that this vicious blot on 
Kentucky’s honor and progress be removed for all time. On February 15, 1934, the 
Lexington Herald editorialized against “The cruel and grasping exploitation of those 
in dire need.” 

Through the long days of the legislative session, the battle was fought. The 
first test came and was successfully met. The House passed the fifth draft of the 
Russell Sage Small Loan Law by a small majority. The locale of the battle then 
moved to the Senate. Here, after weeks of skirmishing and literally hundreds of 
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pages of newspaper publicity the law squeezed through by a narrow margin of two 
votes. 

The battle then moved to the executive office. Here again tremendous pressures 
were built up from both sides. To his credit, the late Governor Ruby Lafoon saw 
the wretched plight of the people and the depraved viciousness of the loan shark 
evil. The legislation was signed and became law. 

But the sharks—still fighting hard, still grasping for a last straw to continue their 
prosperous pillaging—carried the battle to the courts. They attacked the consti- 
tutionality of the law first in the state courts and then in the federal courts. They 
were defeated in both places. The masses of small Kentucky wage earners were at 
long last delivered from the toils of the sharks. 


Wuat Has Happenep Since THE Kentucky SMALt Loan Law 
Was Enactep IN 1934? 

Kentucky wage and salary earners, farmers, and small businessmen have steadily 
increased their use of small loan service. From a comparatively nominal use of the 
service the first year after the law was passed the volume of loans made and number 
of customers served has grown to rather vast proportions. In 1935, the first full 
year the law was in operation, 38,709 Kentucky consumers borrowed $3,328,744. In 
the year 1952, 251,586 Kentuckians borrowed $53,146,559... The significance of these 
figures can be better appreciated when it is realized that the population of Kentucky 
has remained almost static during the period the Small Loan Law has been in 
existence. The population in the state in 1950 was 2,944,000, an increase of a mere 
100,000 over 1940. There are today in Kentucky approximately 700,000 family units. 


Since most small loans are made to husband and wife, it can be readily seen that 
small loan companies made loans in 1952 to the extent of more than one third of the 


family units in the state. 

To present a well rounded and well documented picture of the conditions which 
prevailed prior to the passage of the law, and some comment as to how effectively 
the law has manifested its benefits, the opinions of several qualified persons were 
invited. 

First, there follows a brief commentary from Mr. James T. Norris, now President 
and Editor of the Ashland, Kentucky Daily Independent. Mr. Norris’ paper and 
he were among the newspapers and editors who waged the winning battle. 


It is now nearly 20 years since the Kentucky Small Loan Law was enacted. The Law 
served to end a period of almost fantastic abuse of the public through usury in Kentucky. 
In industrial communities such as Ashland, the salary and wage buyers and other loan 
sharks under various names, preyed upon the public without restraint. 

The interest and other charges often reached the rate of 1,000°/ a year. There was dis- 
crimination and all forms of abuse, bringing misery and ruin to many worthy people of 
modest income. The Law then in force gave no protection. 


* These figures are taken from the Annual Report of Small Loan Company Operations prepared by 
the Department of Banking of the State of Kentucky for the years mentioned. 
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The present Law came as a result of a united demand from employers, newspapers and 
workers’ groups. It gives me pride to recall that this newspaper had a small but active 
part in ending that abuse. 


Judge Emmet R. Field is General Counsel of the Legal Aid Society of Louisville. 
Judge Field’s twenty-five years with this vital civic agency and his constant daily 
contact with the legal problems of people of small means, encompass the period 
immediately preceding and following the passage of Kentucky’s law and ably fit him 
to comment on the conditions prevailing before and after the law’s enactment. 


For two decades preceding adoption of the Kentucky Small Loan Law, problems en- 
gendered by loan sharks became progressively intense. Wage earners who were fast be- 
coming the largest single group, with growing industrialization of the staic, found them- 
selves unable to secure loans at banks. Their only recourse, under the circumstances, 
was to patronize the uncontrolled illegal lenders who took ruthless advantage of their 
necessities. As industrialization progressed and wage earners increased throughout Amer- 
ica, states surrounding Kentucky adopted regulatory Small Loan Laws. Kentucky, lacking 
enforcable lending restrictions, remained one of the last lush garden spots for the bootleg 
lenders to entice their prey and carry on their unconscionable operations. 

At the peak of their piracy, there were about 100 illegal lenders operating openly in 
Louisville. Smaller cities, such as Lexington, Covington, Newport, Paducah and many 
others, were havens for proportionately large numbers of these money lending Law 
breakers. 

It was conservatively estimated that the yearly take of these illegal lenders in Kentucky 
exceeded $5 million. Kentucky fast became a state with one of the highest personal bank- 
ruptcy ratings in the union. The destitution and misery spread by their operations was 
incalculable. Sporadically in Louisville and elsewhere in the state, drives were put on by 
newspapers, employers, attorneys, and other interested groups, but they were completely 
unavailing in effecting any permanent cure or removal of the blight. 

At several sessions of the Legislature, attempts were made to secure passage of remedial 
laws. But, largely due to the ignorance and misunderstanding of the legislators and the 
general public as to the merits of such legislation, these attempts ended in failure. 
Meanwhile, garnishment of wages continued to climb and many employers unwittingly 
abetted the enslavement of their personnel by threat of discharge if wages were attached. 
Great numbers of borrowers, even when legal assistance was available, submitted in 
silence and paid the lender’s price, lest their wages be seized and their employment lost— 
or lest they be blacklisted and deprived of their only source of cash in future emergencies. 
The growing wave of bankruptcies swept away legitimate debts which might have been 
paid. And an appallingly large segment of the population reduced food on their family 
tables and put off the landlords to meet the demands of the lenders. The whole economy 
was raided and damaged. Finally, the tremendous economic changes which swept the 
country into the growing complexities of intensive industrialization brought a growing 
awareness of the problems of securing cash credit in times of emergency. The excellent 
experience from regulatory Laws adopted in a large majority of the industrial states of 
the country, offered salutary answers to the problem. Gradually, the need for the higher 
interest charges permitted by these Laws, in order to attract sufficient honorable capital 
into the field to meet the borrowing necessities, penetrated the prevailing ignorance and 
misunderstanding. 
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Finally, in 1933, an immense campaign to drive out the loan sharks, and publicize 
the need for a recognized regulatory Law was inaugurated in Louisville and various other 
of the affected communities in the state. 
After a bitter and prolonged battle, the Legislature finally adopted the Kentucky Small 
Loan Law by a very narrow margin. 
With the enactment of this Law came the dawn of a new and beneficial economic era for 
the wage earners and the small borrowers of the Commonwealth. The loan sharks died 
hard and some endeavored to continue their operations under new and stealthier devices. 
Attacks from questionable sources were made upon the Law at subsequent sessions 
of the Legislature. But, the beneficial effects of the new Law manifested themselves so 
strongly and completely that these attacks proved futile. 
In the almost 20 years elapsed since the Law went into effect in June, 1934, the economic 
well being of Kentucky wage earners has steadily advanced. With each passing year, 
the Kentucky Small Loan Law has proven its merit. Today, in every corner of the 
commonwealth, wage and salary earners have a legal, honorable and recognized source 
of cash credit available to them—to meet their emergencies and to satisfy their needs 
and desires. The volume of consumer use of this service has grown with each year. The 
companies engaged in providing this service have proved themselves honorable and 
cooperative in their methods. 
So far as the Legal Aid Society of Louisville is concerned, we have always enjoyed the 
finest cooperation from the companies engaged in the business in solving the problems 
of any borrower in legitimate difficulties. The difference between the economic conditions 
which prevailed for small borrowers in Kentucky before and after the passage of the 
Kentucky Small Loan Law, is truly the difference between night and day. To look 
back at the newspaper stories and the conditions which prevailed prior to 1934 is like 
re-living a hideous nightmare. And because the Kentucky Small Loan Law has proven 
the inherent honesty of the vast majority of our citizens, banks and other lending insti- 
tutions have entered the consumer credit field with the result that consumer borrowers 
now have greater sources of credit available to them than previously, or than even presently 
prevails for commercial borrowers. 


To present the viewpoint of businessmen as to what effect the Kentucky Small 
Loan Law has had on the economy of the state, we solicited the comment of Mr. 
Dewey Daniel, President of the Peoples Bank, Hazard, Kentucky, and President 
of the Kentucky Chamber of Commerce. Mr. Daniel comments as follows: 


The passage of this Law in 1934 represents one of the major economic advances for our 
Commonwealth since its founding. The Law almost instantly shattered the dread 
shackles of usury which excessively burdened so many thousands of our citizens. By 
providing a state regulated loan service at reasonable rates, this Loan Law gave a new 
birth of economic freedom to thousands of wage earners. In the mines, in the factories, 
and in all industrial and commercial activities employees had a weight lifted from their 
shoulders and had a new and sound method of securing credit at their disposal. 

As a result, these thousands of Kentuckians assumed far greater importance as economic 
units in their communities. With sound credit at reasonable rates, they could solve 
their financial difficulties, pay accumulated debts, and make purchases from merchants in 
their cities and towns. It is axiomatic that anything that helps the consumer helps 
business. So, the whole community of our state has benefited. 
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It is significant that in the 20 years since its passage, no serious attack has ever been made 
by any reputable group on the Small Loan Law. This would certainly confirm the 
general effectiveness, and the public’s appreciation, of the Act. Under no circumstances 
would employees, employers, and businessmen want to revert to the borrowing and lending 
conditions which existed prior to 1934. 


To give further light from an unbiased, qualified source as to conditions pre- 
vailing before and after enactment of the law, here are the comments of the Hon- 
orable Charles W. Burnley, present Speaker of the House of Representatives, Com- 
monwealth of Kentucky. As a seasoned legislator, as a member of a labor union, 
and as holder of the highest office in his branch of the legislature, Representative 
Burnley can speak authoritatively of the situation: 


Prior to 1934 when the Kentucky Petty Loan Act was passed by the Legislature and 
officially signed into Law by the then Governor Ruby Lafoon, the City of Paducah and 
most other industrial communities of the state were plagued with loan sharks. These 
sharks levied charges ranging from 240°/, per year upwards. In Paducah, the minimum 
rate for whites was 240%, for colored 360% per year. Sharks in the main preyed upon 
working men and salaried employees. Once a person fell into the clutches of the sharks, 
it was virtually impossible for him to extricate himself short of bankruptcy or death. The 
main device by which the shark enmeshed the victim was the bar against partial principal 
payments. Except on the larger loans the shark would not accept partial payments. 
Since the shark’s victim operated on such a narrow margin between income and expenses, 
he rarely had enough money to pay the total principal on even the smallest loan, so 
he went on indefinitely paying interest only, which the shark thoroughly welcomed. 
Railroad men were an especially choice prey of the sharks. They were an extremely 
good risk because they were vulnerable to garnishment and they always had at least two 
weeks’ wages coming under the railroad method of paying personnel. Representatives 
of the sharks were regular payday visitors at the huge Illinois Central Railroad Shops 
in Paducah as well as other industrial plants in the community. They came to collect 
from victims whom they would not trust to come to their office, as well as to solicit 
additional business. 

Since the passage of the Kentucky Small Loan Law, all this has been changed. Now 
the wage earners and salary workers in our community and throughout the state can, 
through small loan licensees, secure loans in such size as to effectively and permanently 
correct their financial problems. They can secure these loans at reasonable rates that 
are only a slight fraction of loan shark charges. They can repay the loans in installments, 
permitting an orderly liquidation of the debt. Through strong competition, they are 
assured good service and helpful advice on almost every family and personal money 
problem. 

The Law has worked well, and would work possibly even better if the ceiling on loans 
was increased from $300 to at least $500. The higher ceiling is needed because of the 
greatly reduced value of the dollar since the enactment of the Law in 1934. In the event 
the ceiling was raised, the rates on loans above $300 could be substantially reduced, which 
would make the Law even more effective and advantageous for the citizens of our state. 


Henry Ward, the author of the following statement, first ran for the legislature on 
a platform to eliminate the loan shark evil in the state. As a newspaper reporter 
on the Paducah Sun-Democrat, he saw at first hand in his “daily beat” coverage of 
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the courts of Paducah and McCracken County, the misery and destitution the sharks 
were inflicting on the wage earning citizens of his community. As a freshman 
Representative in 1934 Legislature, Henry Ward played one of the most prominent 
roles in bringing the law to a reality. His participation in the successful fight to 
drive out the sharks has kept him in public service almost constantly since. He 
subsequently became Editor of his paper and was re-elected repeatedly to the House 
of Representatives and thereafter to the State Senate. Leaving the legislative and 
newspaper field, he became Commissioner of Conservation for the State of Kentucky 


and still serves in that capacity. Mr. Ward states: 


A three-year campaign to stamp out the evil of loan sharks in Paducah produced the 
conclusion that an answer could not be found without a new state Law and created my 
first interest in serving as a member of the Kentucky General Assembly. 

As a young newspaperman in 1929, I became interested in an effort to unfasten the fangs 
of the loan sharks from the throats of thousands of poor people in Paducah who had be- 
come their victims. The Paducah Sun-Democrat, for which I was then a reporter and 
later associate editor, sponsored the campaign against them. I was assigned to writing 
the stories and helping to make investigations. 

There were 20 or more loan sharks operating in Paducah then, many of them having been 
attracted there because Paducah has the great Railroad Shops of the Illinois Central 
System. Their methods amazed and shocked me. 

I will never forget the story of one negro man I ran across in one of my investigations. 
His wife was about to have a baby. On his meager salary, he had not been able to save 
anything for that event. When the time arrived, he could not get a doctor to come to 
their home except on a promise to pay $15 in cash. He did not have the cash, and of 
course he could not borrow from a bank, because he had nothing to pledge as security 
for a loan. So he went to a loan shark and got the $15, with the understanding that 
he would have to pay $3 a week as interest, $1 for each $5 of the loan. The only record 
of how much and how long he had been paying that rate of interest when I got his story 
was the fact that the child for whom the original $15 was borrowed was now eight vears 
old. He still owed the $15, for he had never been able to save enough to pay off the 
principal. 

That was the favorite method of the sharks—to get a borrower in debt to such an extent 
that he could never pay the full amount of the loan plus the interest payments required 
each week or month. 

In our newspaper campaign, we employed attorneys and took several cases to court under 
the State’s Usury Law. But the victims never had records, for the sharks never gave them 
receipts or other evidence of the facts covering their loans. The law provided only for 
recovery of amounts paid in excess of the legal interest of 6°4, and to provide proof 
suitable to meet the test of the courts was in most instances impossible. 

It became apparent to me and to many other Kentuckians that the state needed a Law 
that would recognize that many persons who need to borrow money could not get it 
from the banks at the established interest rate of 6°,. They needed another means of 
securing credit, under strict supervision and control. 


Finally, here is the considered judgment of the present Governor of the Com- 
monwealth—the Honorable Lawrence W. Wetherby—on the beneficial effects of 
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Kentucky’s regulatory law. As Lieutenant Governor for three years and Governor 
for the past four, Governor Wetherby is in a most authoritative position to de- 
termine the economic benefits which have come to the people of Kentucky as a result 
of the passage of this legislation. 


When Kentucky’s Small Loan Law was enacted by the Legislature and signed by Gov- 
ernor Ruby Lafoon in 1934, I was still in school, so I have no direct, intimate knowledge 
of the borrowing and lending conditions which existed in the Commonwealth previously. 
In the almost 20 years it has been in existence, there has been a vast improvement in the 
economic welfare of Kentucky salary and wage earners. There occurred a very large 
decrease in wage earner garnishments and bankruptcies. Lending money to small 
borrowers of our Commonwealth became a legal, dignified business, for both debtor 
and creditor. The interest saving to borrowers from the excessive charges of the illegal 
lenders has been tremendous. Our Law requires the Commissioner of Banking to report 
to the Governor each year on operations of the small loan licensees. Each Report, for 
the past 19 years, indicates a steadily rising popularity and use of the small loan service. 
The merit of this service has been highly regarded by our Banking Commissioners, and 
it certainly can be safely assumed that the increased patronage accorded it by so many 
thousands of our citizens implies their approval also. 

The almost negligible number of legal actions disclosed by the Banking Commissioner’s 
Annual Reports further implies that the vast majority of our citizens are thoroughly 
honest and do highly respect their obligations. It also speaks well for the helpful and 
considerate business practices of small loan licensees that in granting and collecting many 
thousands of loans totaling many millions of dollars each year, there is only rare resort 
to legal action. 

The state licensed small loan organizations of Kentucky have made a splendid contri- 
bution to the economic welfare and progress of our citizens and our Commonwealth. 
The Small Loan Law is one of the most progressive and beneficial Laws enacted by our 
Legislature in the past several decades. 


The above analyses from such authoritative and diversified sources give a calm, 
clear appraisal of the merits, benefits, and absolute indispensability of regulatory 
consumer loan laws that should be sufficient to satisfy even the most dubious. Cer- 
tainly, it is most convincing proof that in no other private enterprise way can the 
monetary needs and desires of the masses of people in our modern, highly industrial- 
ized society be met. 

As indicated heretofore, it is extremely difficult to eradicate from the minds of 
all too many people of supposed intelligence, the doubts they hold regarding the 
necessity of such regulatory Laws, and more particularly the necessity of charges 
higher than commercial bank rates successfully to meet the problem. This unaware- 
ness of, or prejudice against hard economic facts, should be a challenge to the 
educational and business leadership of our country to bring about a better under- 
standing of the charges and systems necessary to a successful effective cash lending 
service. It is a challenge that should be met forthrightly and forthwith. 

To the credit of the educational field, some considerable efforts have been initi- 


ated to bring enlightenment and understanding and to eliminate this discouraging 
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illiteracy about consumer credit economics. The Better Business Bureaus of America, 
with the cooperation of the National Consumer Finance Association and trade asso- 
ciations representing other fields of cash lending, have joined with secondary school 
leaders to disseminate textbooks and materials explaining the use and charges of con- 
sumer borrowing and financing. Some of the leading universities of the country 
have, in the past several years, held Consumer Credit Conferences, in which leaders 
of all segments of the consumer credit field have participated along with educators, 
to dispel the darkness. Columbia University, University of Pennsylvania, New York 
University, Minnesota University, Indiana University, Michigan State, and many 
others are joining the ranks to teach and explain consumer credit. All of these 
efforts are but a drop in the bucket. Much, much more must be done before there 
will be common understanding of the most common and important daily needs in 
the lives of American citizens. The fear of debt and prejudice against its use, users, 
and dispensers, must one day be eliminated from the American scene. 

It should be noted that after the adoption of the Kentucky law, when use of 
small loan service spread so rapidly and eloquently proved the inherent honesty of 
most people of modest means, a growing number of banks and other lending insti- 
tutions entered the consumer loan field. While small loan operators are firm in 
their belief that no other private tax-paying lending system can replace them in 
their vital service to the masses of people of small means, this has created healthy 
competition and has given borrowers a wider choice of sources to borrow money than 
had ever been dreamed of in the past. 

As further evidence of the grave lack of knowledge about consumer lending and 
financing, there has been a rapidly growing tendency in recent years to exploit non 
tax-paying and subsidized co-ops which, by reason of their freedom from the burden 
of taxation and by subsidization otherwise provided them, are able to lend at lower 
rates than private, tax-paying lending institutions. Many of Kentucky’s and Amer- 
ica’s leading business institutions are fostering and subsidizing these tax exempt 
employee cooperative lending facilities. 

This economic unawareness, which permits and encourages promoters of these 
tax exempt cooperatives, and their unwitting allies, the business organizations which 
subsidize them, closely parallels the economic ignorance which permitted the loan 
sharks and their stooges to keep the shackles of misery and destitution on the people 
of small means in Kentucky and other states prior to the passage of regulatory laws. 
The passive permissiveness of the leadership of Kentucky and America that enabled 
the loan sharks ruthlessly to exploit the unprotected masses can equally permit the 
ruthless exploitation of the masses and everybody into a system of society which they 
neither yearn for nor desire. 

A little knowledge is a dangerous thing. Little knowledge permitted the loan 
shark evil to long exist—and it presently permits this other danger heavily to impend. 








THE LOAN SHARK PROBLEM IN THE 
SOUTHEASTERN STATES 


WiiuraM Hays Simpson* 


Because of the increase in problems associated with the business of money lending 
in the United States many of the states passed regulatory acts. The movement ex- 
tended to the Southeastern area where all states, including Alabama, Florida, Georgia, 
Louisiana, Mississippi, Maryland, North Carolina, South Carolina, Tennessee, Vir- 
ginia, and West Virginia, enacted legislation which established legal interest rates.’ 
These rates varied slightly, with all states now limiting the annual rate to 6 per cent 
except Georgia and Florida where interest rates were set at 7 and 8 per cent re- 
spectively. While 6 per cent per annum is the maximum contract rate in Maryland, 
North Carolina, Tennessee, Virginia, and West Virginia, the rate in writing is 7 
per cent in South Carolina, 8 in Alabama, Georgia, Louisiana, and Mississippi, and 
10 per cent in Florida. 

The civil penalties imposed in actions on usurious contracts of course vary in the 
different states. Louisiana law contains no provision for civil penalties but in West 
Virginia, Virginia, Tennessee, and Maryland forfeiture of excess over legal rate may 
be had through legal action while forfeiture of all interest is provided for in the laws 
of Alabama, Florida, Georgia, Mississippi, South Carolina, and North Carolina. The 
laws of the latter state also provide for the forfeiture of double interest paid on loans 
made on household and kitchen furniture. 

No criminal penalties are provided for violation of the usury laws in Alabama, 
Louisiana, Mississippi, Maryland, Tennessee, Virginia, and West Virginia, but in 
Florida, Georgia, and North Carolina it is, under various circumstances, a mis- 
demeanor to make usurious charges. 

Thus in the various Southeastern states the loan shark might lose his usurious 
interest, in several states suffer more serious civil consequences, and in a few juris- 
dictions be subject to criminal penalties. However, these possibilities are largely 
academic for usury is very difficult to prove under the usury statutes. The fact that 
the necessitous borrowers are willing to promise all that is demanded of them in 
order to obtain financial relief has resulted in numerous devices to evade the usury 


* A.B. 1926, Tusculum College; M.A. 1928, Ph.D. 1935, Duke University. Associate Professor of 
Political Science, Duke University. Author, THe SMALL Loan PRoBLEM IN THE CAROLINAS (1941), LIFE 
In Mitt ComMuniTIESs (1943), WORKMEN’S COMPENSATION IN SOUTH CaROLINA (1949). Contributor to 
legal periodicals. 

For usury laws, see ALa. Cope ANN. tit. 9, §§60-67 (1941); Fra. Star. ANN. §§687.01-687.10 
(1944); Ga. Cope ANN. §§57-101-57-117 (1935); La. Civ. Cope ANN. arts, 1935-1940, 2923-2924 
(1945); La. Rev. Srar. tit. 9, §3501 (1950); Mp. Ann. Cope art. 49, §§1-6, and art. 8, §16 (1951); 
Miss, CopE ANN. §§36-41 (1942); N. C. Gen. Stat. ANN. §§24-1-24-7 (1943); Cope or Laws oF S. C. 
§§8.2-8.9 (1953); TENN. Cope ANN. §§7301-7316, 11131-11132 (Williams 1934); West. Va. Cope 
ANN. §§4627-4632 (1949). 
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laws. These include such subterfuges as brokerage fees, service charges, investiga- 
tion fees, pretended sales’ and attorneys’ fees. In addition the loan sharks have pre- 
vented their victims from obtaining possession of adverse evidence such as the promis- 
sory notes and receipts without which it would be difficult to prove cases. Therefore, 
for these and other reasons, relatively few victims have instituted legal action against 
loan sharks and only in a small percentage of the cases have convictions of the money 


lenders been secured. 
Tue UnirorM SMALL Loan Law 


To protect the thousands of borrowers of small sums of money from the high 
rates of interest charged and from other bad practices of the loan sharks, the Russell 
Sage Foundation recommended the First Draft of the Uniform Small Loan Law 
in 1916. A number of the Southeastern states have experimented with various 
versions of the Act and today the Uniform Small Loan Law, in one form or another, 
is the basis for effective control of the loan shark problem in Maryland, West Vir- 
ginia, Virginia, Florida, and Louisiana.” 

It would be futile to compare all the provisions of the small] loan laws of the five 
states mentioned above; but certain similarities and differences might well be noted. 
All of the states provide for the licensing of persons engaging in the business of 
making loans of $300 or less at rates of interest greater than otherwise provided by 
law. Florida allows the highest rate, 3!4 per cent a month on the unpaid balance on 
all loans under $300. Louisiana and West Virginia permit 3'4 per cent charges a 
month on loans up to $150 and 2!4 on those between $150 and $300. The rates in 
Maryland and Virginia are 3 and 2¥, per cent a month respectively, on the unpaid 
balance. 

Some of the loans executed are mere “signature” loans while others are secured 
by co-signers, mortgages on automobiles or household furniture, or wage assign- 
ments. Wage assignments, as a means of security for loans, have not experienced 
great popularity for they often place employers in the position of bill collectors in 
business transactions in which they have not the slightest interest. While Maryland 
and Florida have outlawed the assignment of wages as security for loans, it is per- 
mitted in Virginia and West Virginia, and also in Louisiana if consent of the em- 
ployer has been obtained either before or any time after the loan is made. The 
laws of these last three states provide, however, that under the assignment not more 
than ro per cent of the borrower’s salary, wages or commissions can be collected from 
the employer of the borrower by the lender on each pay day of the borrower. 

Provisions for licensing lenders are included in the laws of all of the above 
mentioned states. The licensing and examining is done by the Department of Bank- 
ing in three of the states, while these duties are entrusted to the Administrator of 
Loan Laws in Maryland and the Controller in Florida. 


? For small loan acts, see Fra. Stat. §§516.01 to 516.26 (1949); La. Rev. Srar. tit. 6, §§571-593 
(1950); Mp. Cope Ann. art. 58A, §§1-23 (1951); Va. Cope ANN. §§6-294 to 6-338 (1950); W. Va. 
Cope ANN. §§4653(1)-4653(26). 
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The small loan laws of the five states contain similar provisions to protect the 
borrowers. They require, among other things, that every licensee give the borrower, 
when the loan is made, a clear statement of the essential facts; give the borrower 
itemized receipts for all payments; permit him to make repayments at any time, in 
any amount; display a schedule of charges; and upon complete payment, cancel, 
release, and return all obligations and securities signed by the borrower. 


States WitH INoPERATIVE Laws 


Four of the Southeastern states—Alabama, Georgia, Mississippi, and Tennessee— 
have largely inoperative small loan laws and are therefore troubled with loan 
sharks. While this business is, of course, illegal under the usury laws of all of the 
states of the area, the penalties for usury are, as has been pointed out, generally civil 
and mild. Since proof of usury charges is difficult to obtain and legal services ex- 
pensive, if not prohibitive, for small cases, few borrowers of small sums of money 
seek redress in the courts. However anti-loan shark drives have been sponsored 
from time to time by Better Business Bureaus, Junior Chambers of Commerce, Bar 
Associations, or other groups in many of the states. The results of such drives might 
well be noted in two of the four states which have ineffective small loan laws. 


Alabama 
Legislation enacted in 1927 had some of the features of the Uniform Small Loan 
Law, but applied only to Jefferson County in which Birmingham is located. How- 
ever the 1945 act as revised in 1951 has state wide application. The law applies 


to loans of not over $300 and requires that lenders be licensed and supervised by the 
bureau of loans. The maturity of the loans is limited to thirty-six months, and 
false advertising of, and the taking of real estate as security for, loans is prohibited. 
An unusual feature is the exemption of loans to farmers and loans from landlords to 
tenant farmers. All loans are limited to 8 per cent a year and since this is not a 
commercially profitable rate for small loans the law is inoperative. Alabama, there- 
fore, is a fruitful field for loan sharks who shift in ever increasing numbers to the 
ineffectively regulated areas from those states which have adopted the Uniform Small 
Loan Law. 

Since no money lenders can specialize in making loans of from $5 to $300 at 8 
per cent per annum interest and realize a profit on their business, the lenders in 
Alabama resorted to various subterfuges which resulted in interest charges of over 
200 per cent a year. 

Information concerning the serious plight of the borrowers of small sums of 
money in Alabama was uncovered by the Community Anti-Loan Shark Committee 
which was composed of the Junior Chamber of Commerce of Birmingham, a com- 
mittee of the Birmingham Bar Association, and committees from the Congress of 
Industrial Organizations and the American Federation of Labor. This committee 
referred all victims of loan sharks to various lawyers who had volunteered their 
services for free legal aid in such cases. 


* Ava. Cope ANN. tit. 5, §§263-275 (1951 Cum. Supp.). 
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Data on some 245 of these cases, as recorded in the anti-loan shark drive of 1941- 
1942, was tabulated by Lawrence Dumas. This study shows that the illegal lenders 
in Alabama specialized in relatively small loans, the average principal amount 
being $15.65. The average borrower was indebted to 2.4 loan sharks for a total 
average principal indebtedness of $37.52.* 

The loans were made for a short period of time, practically none for over thirty 
days. Usually the loans were payable within a week or two weeks and since many 
of the borrowers were in debt to several lenders they could pay only the usurious 
interest and request that their notes be renewed. This was done frequently, for out 
of the 203 giving information, the average had been involved with loan sharks for 
one year, 8.8 months. One had been involved for nine, one for eight, and two for 
seven years.° 

Some loan sharks obtain wage assignments or chattel mortgages on household 
furniture or automobiles while others lend on unsecured notes. Practically all of the 
loans in this study were unsecured.® 

Loan sharks usually made loans for short periods of time, generally payable 
in a week or two weeks, or a month. They generally encourage renewals and make 
it difficult for borrowers to repay the principal. Of this type were 564 of the 580 
loans investigated in Alabama in 1941-1942. 

The remaining 16 of the 580 loans were payable in weekly installments over a 
ten or twelve week period. This small number of installment loans is doubtless due 
to the reluctance of the lender to use a method of repayment which would more 
easily permit the borrowers to retire their indebtedness. 

The larger the loan, the smaller were the interest charges; but all were far above 
the 8 per cent per annum allowable under Alabama law. The averages based on size 
of loans may be noted in the following table. 


$10.00 or less............. eg A ee 578 per cent. 

eT eee ....457 per cent. 

$25.00 to $50.00............ ..+.++.-446 per cent. 

$50.00 to $100.00.................. Leceeses. QE POP Cont. 
Georgia 


An act similar to the Second Draft of the Uniform Small Loan Act was enacted 
in Georgia in 1920. It established a maximum rate of 34 per cent per month on 
loans of $300 or less but in 1935 an amendment was approved which reduced the 
maximum rate to 114 per cent per month thereby making the law inoperative.® 
Reputable lenders, being unable to make a fair return in the small loan business at 
the reduced rate, closed their offices and left Georgia. They were succeeded by the 
loan sharks. 

Various movements to rid the state of loan sharks were promoted and convictions 

“Two Anti-Loan SHARK Drives 13 ff. 5 Id. at 20. 


Wid. at 2%. "Id. at 
* For copy of law see Ga. Cope ANN. §§25-301 to 25-319, 25-9902 (1935). 


N 
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of numerous lenders were obtained for violation of the usury laws. In Georgia 
it had been a misdemeanor since 1908 to “reserve, charge or take for any loan or 
advance of money, or forbearance to enforce the collection of any sum of money, 
any rate of interest greater than five per centum per month, either directly or in- 
directly by way of commssion for advances, discount, exchange, the purchase of 
salary or wages, by notarial or other fees, or by any contract, contrivance or device 
whatever... .”® 

Lenders not licensed by the Superintendent of Banks who lend $300 or less are 
not permitted to “directly or indirectly charge, contract or receive any interest or 
consideration greater than eight per centum per annum.”’° Lenders licensed by the 
Superintendent of Banks who make loans of $300 or less are allowed to “charge, con- 
tract for and receive thereon interest at a rate not to exceed one and one half per 
centum per month.”"? Violation of the above prohibitions is a misdemeanor pun- 
ishable “by a fine of not more than $500, or by imprisonment of not more than 
six months, or by both such fine and imprisonment in the discretion of the court.”?” 

The civil penalty for charging usurious rates of interest is “to forfeit the entire 
interest so charged or taken, or contracted to be reserved, charged or taken.”!* The 
Small Loan Law of 1920 includes various restrictions and provides, “If any interest or 
charges in excess of those permitted by this chapter shall be charged or contracted 
for or received, the contract of loan shall be null and void and the licensee shall 
have no right to collect or receive any principal, interest or charges whatsoever." 

Under the above provisions the Solicitor of the Atlanta Judicial Circuit and the 
Committee on the Enforcement of Usury Laws, which was appointed in 1940 by the 
Atlanta Bar Association, were able to obtain convictions of various loan sharks in 
the local courts. Fifteen hundred victims reported to this Committee that they had 
borrowed more than $120,000 from “salary buyers.” The average amount borrowed 
on each transaction was $21.41 and the average annual interest rate paid was 280 
per cent, the customary rate being 10 per cent every two weeks. On loans of $15 
or less the usual rate was 15 per cent every two weeks, or an average annual rate 
of about 360 per cent.?® 

The information collected by the Bar Association led to the indictment by the 
grand jury of 33 concerns and 48 individuals; 28 of the 33 companies pleaded 
guilty. The corporations were fined and where individuals were involved, fines 
and sentences of twelve months were imposed, with the sentences being suspended 
during good behavior.'® Many of the concerns ceased operations in the area. 

Many claims of borrowers of small sums of money were settled without court 
action and in all cases brought in Atlanta where sentences were suspended on good 
behavior, restoration of usurious interest was required. Many contracts, involving 
in all thousands of dollars, were cancelled. 

*Ga. Cope ANN. tit. 57, §§57-117, 57-9901 (1935). 

Id. §25-317. 4 Id. §25-313. 12 Id, § 25-9902. 


137d. §57-112. 14 Id. §25-113. 
'Vicror K. Meapor, Loan SHaRKs IN GEORGIA 25 (1949). Peed. at 43. 








Tue Loan SHARK PRoBLEM IN THE SOUTHEASTERN STATES 73 


Recommendations were made to the Georgia legislature to correct the loan shark 
evil but legislative action was not taken. The dozen small loan companies that 
remained in operation in Atlanta reduced their excessive charges but complained that 
they could not stay in business at the reduced rate of interest.’* 

However, after World War II, the high rate lenders began to reappear in Atlanta 
as the old establishments raised their rates and other loan sharks entered the business. 
Consequently, because of the many complaints about high-rate money lenders, Paul 
Webb, Solicitor General of the Atlanta Judicial Circuit, announced, on October 1, 
1947, that he was taking action against violators of the usury laws. 

The investigations which followed revealed that usurious interest as high as 
1300 per cent per year had been charged.’* A grand jury indicted 23 individuals in- 
volving 22 firms. Of this number at least 15 convictions were obtained, the guilty 
parties being given suspended sentences upon payment of fines ranging from $500 
to $1,000. First offenders were fined $500 and second offenders $1,000. ‘Their 
sentences were tempered because each of those convicted agreed to discontinue his 
business.” 

The activity against the loan sharks was temporary and when the prosecutions 
subsided high rate offices appeared again in both Georgia and Alabama. 


Srates WitH No Smatt Loan Laws 


South Carolina is the only state in the Southeast that has no small loan law but 
it is thought by some observers that North Carolina, for all practical purposes, might 
also be included in this category. 

In South Carolina the interest rate is established by law at 6 per cent, or 7 per 
cent in written contracts.” A 114 per cent monthly “premium” is limited to in- 
dustrial banks which “make personal loans on the monthly payment plan and which 
require no security except endorsements, and which are incorporated in South 
Carolina, and which do not receive deposits. . . .” 

The subject of interest rates is also dealt with in Section 8-233 of the Code of 
Laws of South Carolina which provides as follows: 


Banks, banking institutions and other lending agencies doing business in this State 
may make loans and advances of credit to persons in amounts of not less than ten dollars 
and not more than one thousand dollars, payable in installments, for the financing of 
purchases and for other desirable purposes, over a period of not less than six months and 
on all such loans are allowed to make interest or discount charges at the rate of not ex- 
ceeding seven per cent per annum just as if the entire amount of the debt matured on the 
date the last instalment becomes due. For example, if the amount of the debt is one 
hundred dollars, payable in installments as aforesaid maturing over a period of twelve 
months, and the rate seven per cent per annum, the amount of such interest or discount 
shall be seven dollars. 

17 Id. at 35. 

*® Thrower, Atlanta Loan Shark Drive Continues, Quarterly Report, published by Conference on 


Personal Finance Law, Winter, 1947, p. 11. 
1® MEADOR, Op. cit. supra note 15, at 36. ®° Cope oF Laws or S. C. §8.3 (1952). 
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A minimum charge of one dollar may be made on loans in lieu of interest.? 
This provision has made possible the lending of small sums of money for a short 
period of time by loan companies under a dollar discount plan. Under this plan, 
for example, a person who borrows $10 signs a note for $11 and at the end of a 
week pays back the latter amount. He therefore pays $1 for the use of $10 for one 
week or a rate of 520 per cent interest per annum on the loan. 

Borrowers of small sums of money in South Carolina often pay fees, such as 
brokerage, investigation or booking fees, in addition to the legal interest charges 
stated in the promissory notes signed by them. They are likewise subjected to the 
numerous subterfuges used by lenders to evade the usury laws in other states. 

In 1938 and 1939 the writer interviewed 1042 borrowers of small sums of money in 
14 cities and towns of South Carolina. The average interest rate in the various cities 
on loans of $10 or less ranged from 278 to 598 per cent per year for white borrowers 
and 322 to 955 per cent for Negro borrowers. For loans of $10.01 to $25 the average 
rate varied between 212 and 362 per cent for white and from 183 to 353 per cent per 
annum for colored borrowers.” 

The writer revisited several of the cities in South Carolina in June, 1953, and 
found that while the number of small loan offices had increased in the state, the 
interest charges were about the same as reported in 1938 and 1939. In the interviews 
with borrowers of small sums of money in Columbia, Greenville, and Spartanburg 
each person was asked the amount of money actually received, the amount of each 
payment, and the number of payments required to retire the loan. On loans of from 
$10 to $50 inclusive, the borrowers interviewed in Columbia paid from 189 to 576 
per cent interest per annum; in Greenville from 240 to 433 per cent; and in Spartan- 
burg the rate of interest charged was from 240 to 693 per cent per annum. 

North Carolina 

In North Carolina the legal rate of interest is limited to 6 per cent per annum™ 
and as in South Carolina the loan sharks enjoy a thriving business. It was found 
from interviewing 1181 borrowers in 1940 that the average annual interest rate on 
loans of $10 and less varied from 335 to 522 per cent and on loans between $10.01 
and $25 the rate ranged from 279 to 444 per cent in 7 different cities in North Caro- 
lina.** 

An effort to place the small loan companies under the supervision of the Com- 
missioner of Banks was defeated in the 1941 session of the General Assembly while 
a proposal which would enable banks more actively to enter the small loan field 
received unfavorable action in 1943. 

In 1945 the columns of various newspapers of the state carried descriptions of a 
large operation of a “Ponzi” character in which money was borrowed at a guaranteed 
rate of 5 per cent a week and loaned at a higher rate. The promised 5 per cent 

21 Id. §8.4 


22, W.H. Simpson, THE SMALL LoAN PROBLEM OF THE CAROLINAS 25 (1941). 
23N. C. Gen. Stat. §24-1 (1944). 24 SIMPSON, Op. cif. supra Note 22, at 24. 
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return per week attracted a multitude of investors not only in North Carolina 
but also from distant places such as Massachusetts, Florida, Canada, and Alaska. 
Borrowers applied for loans at 10 per cent a week, or at the rate of 520 per cent per 
annum.” 

Critical newspaper comments plus real or threatened investigations of the 
money lending business led to a run on the enterprise. In August, 1944, bills of 
indictment were drawn and the operator was indicted by the grand jury of Craven 
County. 

In the much publicized trial which followed prosecution could not be had under 
the law for the usurious nature of the business so the prosecution and conviction was 
based upon “obtaining money by fraud.” The loan broker was sentenced to prison.”® 

In 1945 the General Assembly of North Carolina in seeking a solution to the loan 
shark problem enacted a law which placed the loan agencies under the supervision 
of the Commissioner of Banks*’ and provided that a fee of $2.50 could be charged 
in addition to 6 per cent interest per annum on installment loans of $50 or less.”* 

The Banking Commission was authorized to make rules and regulations govern- 
ing loan agencies or brokers which might “be necessary or desirable in providing 
for the protection of the public and the efficient management of the loan agencies 
or brokers.””® 

Pursuant to this authorization the State Banking Commission issued an order, 
effective June 1, 1945, which provided for examination of loan agencies, prescribed 
the keeping of certain records by the loan companies, required the making of regular 
reports by the loan companies to the State Banking Commission, and prohibited the 
dividing of loans and the charging of excessive fees.*° 

The new regulations had hardly gone into effect before it became obvious that 
the control was inadequate to care for the small loan problem in the state. Loan 
agencies began to require that life insurance be purchased on each loan, later acci- 
dent and health insurance was added, and more recently some agencies require 
borrowers also to purchase mortgage non filing insurance. 

In a statement prepared by the Commissioner of Banks, Gurney P. Hood, in 
1951, for the General Assembly of North Carolina on accident and health insurance 
premiums on policies issued as security to loans made by small loan companies, 
certain startling disclosures were made. The report included an analysis for the 
year 1950 of the business done by g small loan companies operating 20 offices in 
North Carolina. The average total loans of the 9 companies amounted to $1,308,- 
194.18. The companies collected and remitted to an out-of-state insurance company 
accident and health premiums on policies securing these loans an amount of not 


less than $915,735.94. 


25 Durham Herald Sun, Feb. 4, 1945, §2, p. 3- 

26 State v. Devenport, 227 N. C. 475, 42 S. E. 2d 686 (1947). 
27N. C. Gen. Stat. §53-164 (1950). 

28 Id, §§53-166, 53-141. 2° Id. §53-165. 
®° BanKING Laws oF NorTH CAROLINA, Orper No. 4 113-115. 
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In another analysis of 50 small loan companies operating 54 offices in North 
Carolina, Mr. Hood reported that in 1950 the average total loans of all 50 of the 
companies amounted to $1,255,919.72. These companies that year collected and 
remitted accident and health insurance premiums in an estimated amount of not 
less than $879,143.84. 

One small loan company showed an unpaid balance on loans of $17,586.49 as of 
December 31, 1950. Accident and health premiums collected from borrowers during 
the quarter ending December 31, 1950 amounted to $3,792.41. The manager of the 
company as an insurance representative received commissions totaling $2,973.23. Mr. 
Hood pointed out that since this report only covered a period of three months it 
was possible that over a twelve month period the borrowers from this company would 
pay premiums of $15,169.64 on net loans of $17,586.49 and that the agent’s commis- 
sion would be approximately $11,892.92. 

Mr. Hood also pointed out in his statement to the 1951 General Assembly that 
a small loan company operating in Raleigh, North Carolina collected insurance 
premiums of $14,316.72 in 1950 on average loans of $21,434.20 while another company 
in the same city collected premiums of $50,746.18 on average loans of $73,988.28. A 
tabulation of reports made by 73 companies operating 107 offices in North Carolina 
showed net loans of $3,218,535.20 on which Mr. Hood estimated the total insurance 
premiums amounted to approximately $2,339,382.30. The commissions on the sale 
of this insurance received by the loan companies amounted to $1,169,691.15. 

To illustrate the effect of these practices on the borrowers Mr. Hood mentioned 
several cases. One, an attendant at a state hospital whose salary was $66.80 a month, 
borrowed $32.28 on January 4, 1949. During the following two years he borrowed 
the same amount six different times and still owed $32.28. The accident and health 
insurance during that period amounted to $26.23. A household servant whose 
salary was $12.00 a week borrowed $32.48 on April 11, 1949 and during the follow- 
ing twenty-one months made six additional loans for the same amount and still 
owed $32.48. The insurance premiums on these seven loans amounted to $30.59. A 
janitor whose weekly wage was $22 borrowed $26.40 on October 17, 1949. During 
the following fifteen months the loan was renewed thirteen times and the insurance 
premiums amounted to $49. The borrower still owed $26.88. 

Mr. Hood referred to the above practices as a legalized accident and health 
insurance racket and suggested that the Commissioner of Insurance be given the 
authority to regulate the rates on this type of insurance.*? The General Assembly 
in acting favorably upon this request passed an act authorizing the Commissioner 
of Insurance to disapprove the issuance of any policy of accident and health in- 
surance if he found benefits unreasonable in relation to the premium charged or if 
the policy contained unjust, unfair, inequitable, misleading or deceptive provisions.®* 

After a series of public hearings a set of regulations was issued by the Commis- 


*! The data on insurance and loans were taken from three statements prepared by Commissioner of 
Banks, Gurney P. Hood, for the members of the 1951 General Assembly. 
89N. C. Gen. Stat. §58-254 (1950). 
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sioner of Insurance in July 1950 and became effective September 1, 1950. They were 
later revised, and the nine regulations were made effective September 1, 1951. 

These regulations, in attempting to correct certain bad practices, require a com- 
plete disclosure to the borrower of the kind, amount of coverage, and the cost of 
insurance sold to him. The insurance company is required to mail the borrower 
within the thirty days after execution of the contract a copy of it clearly setting forth 
the amount of the premium, terms, limitations, exceptions, and the like. The 
borrower must be given the option of furnishing insurance in any duly licensed 
company of his choice. 

Policies must be written for the full term for which the premium is charged. 
Loan companies are forbidden to accept a life insurance policy as protection on a 
loan from any borrower where the benefits exceed the amount of the loan, nor may 
the life insurance contract exceed the term of the loan contract. 

Loan agencies are forbidden to write accident, health, disability or hospital in- 
surance in which the monthly benefits exceed the amount of the loan, or in any event 
in excess of $100. Where collision coverage on automobiles is furnished, no hos- 
pital, accident, disability or health insurance may be written with loans where the 
monthly benefits exceed the amount of monthly payment on the loan. 

Where a single interest policy is written in connection with a loan the borrower 
must be informed that his own interest is not protected. The borrower must be 
informed of any cancellation and the pro rata unearned premium returned to him. 
When the loan is repaid in advance, the borrower must be repaid the pro rata un- 
earned premium. A policy writing fee of not over thirty-five cents may be charged 
when a policy is issued. 

Willful violation of any of these regulations is cause for the revocation of the 
agent’s or insurance company’s license by the Commissioner of Insurance.** 

According to the report of the State Banking Commissioner there were 155 small 
loan offices operating in North Carolina on December 31, 1951. These offices en- 
joyed a total income for 1951 of $3,287,292.34 from the following sources: Interest, 
$761,274.90; fee, loans, $950,591.46; insurance commissions, $1,433,254.96; other charges, 
loans $61,821.89; other earnings $80,349.13. The report showed that the income from 
interest and from loan fees amounted respectively to 23.16 and 28.92 per cent while 
the income from insurance commissions was 43.60 per cent of the total income.** 

To the persons wishing to borrow money the insurance feature of the loans is 
of no special interest as in most cases it is the lender that is seeking the so-called 
“protection.” It represents an extra cost to the borrower and additional income to 
the lender. Therefore, it is almost impossible to obtain a loan at the vast majority 


of the agencies without buying insurance.*° 

88 For a complete text of regulations, see Insurance Regulations, effective September 1, 1951, issued 
by Waldo C. Cheek, Commissioner of North Carolina [nsurance Department. 

84 REPORTS ON THE CONDITION OF STATE BaNKS AT THE CLose oF BusINEss ON DECEMBER 31, 1951, 
Strate oF NortH CaroLtina BANKING DEPARTMENT 78 (1952). 

** See article by Barton Hickman, You Can Borrow Easily But It Costs... and How, Greensboro 
Daily News, June 7, 1953, p. 1. 





78 Law AnD CoNTEMPORARY PROBLEMS 


The loan plans of the various small loan companies differ in some details but 
generally speaking they are very similar. A $10 loan may ordinarily be obtained 
for an eight week period at numerous loan companies by signing a note for $14.64 
to be paid back in eight installments of $1.83 a week. The difference between the 
$10 received by the borrower and the note for $14.64 is accounted for by the fee of 
$2.50 and fourteen cents interest allowed by law plus five cents for life insurance, 
$1.10 for accident and health insurance, thirty-five cents premium writing fee, and 
a notary fee of fifty cents. If these charges were considered as compensation paid 
for the use of money the interest rate on the $10 loan would be 536 per cent per 
annum. 

The terms for a $25 loan for a twelve week period are a little better. In such 
instances a note is signed for $33.60 which includes the following charges; $2.50 
fee; forty-five cents interest; seventeen cents for life insurance; $4.13 for accident 
and health insurance; thirty-five cents premium writing fee; and $1 notary fee. 
Such loans are usually paid back in twelve installments of $2.80 a week. In such 
transactions the annual interest rate is 275 per cent when all charges are considered 
as a part of the cost of the loan. 

Various companies do not assess notary fees and at least one company in North 
Carolina does not sell insurance policies on $10 loans. Where the most favorable 
terms are available, that is the $2.50 fee plus 6 per cent interest as allowed by law, the 
borrower is paying an annual rate of 303 per cent on $10 loans paid back in eight 
weekly installments. 


Various possible solutions to the small loan problem have been suggested by 
public spirited residents of the state but to date no satisfactory plan has been put into 
operation. Recently the Commissioner of Banks of North Carolina had the following 
to say on the subject:* 


There is little this department can do about the practices of small loan companies. 
We have no supervision over them except in checking the interest and fees on their 
loans. Even where excessive interest has been charged, there is nothing the banking com- 
missioner can do about it. Under the state law the action has to be brought by the in- 
jured party, not the State Banking Department. All we could do, say in proven wholesale 
violations of the law, would be to revoke their banking permit. Actually the small loan 
companies ought to come under the supervision of the State Insurance Department. These 
companies are not in the banking business. They’re in the insurance business. More 
than three-fourths of their income is from the insurance they sell. 


The Commissioner of Insurance, Waldo Cheek, has pointed out that additional 
abuses have grown up in the selling of insurance policies by the small loan com- 
panies. Investigators on his staff have found companies that collect money for in- 
surance and never write the policies. Many other violations of the insurance regula- 
tions doubtless go undetected; there are only four investigators on his staff and they 
have many duties to perform in addition to checking insurance operations of the 
small loan companies of North Carolina.** 

Id. at 5. 87 Ibid. 
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INSURANCE OF SMALL LOANS IN SELECTED SOUTHEASTERN STATES 


There is a division of opinion whether an insurance premium is an additional 
charge for the use of money and is therefore prohibited under any small loan 
statute that prohibits charges other than authorized ones. The Georgia Court of 
Appeals, on February 20, 1953 held that where the cost of insurance charged by a 
lender to a borrower actually represents a device for the reservation of interest, 
then the amount of such charge is to be considered in determining whether the 
lender has violated the usury law.*® 

Several of the Southeastern states have, by regulations or amendments to the 
small loan law, extended insurance protection in connection with small loans. 

The regulations of the Comptroller in Florida permit licensed agents to write 
credit life insurance on small loan borrowers. An explanatory letter by the Chief 
of the Small Loan Department of Florida, dated August 27, 1952 advised small 
loan licensees as follows :*° 

Credit life insurance may be written on small loan borrowers on either the decreasing 
term or level term basis, by an agent licensed by the Insurance Commissioner of Florida. 
A small loan licensee is prohibited from accepting any sum of money, profit or advantage 


from the sale of life insurance. ... Such insurance must not exceed the original amount 
of the loan nor the term of the loans. 


The Small Loan Law was amended in Louisiana so that reasonable credit life 
insurance could be sold to a borrower in a licensee’s office up to the amount of the 
loan or not exceeding the reasonable value of the property securing the loan on 
condition that “a reasonable and bona fide relation to the existing hazard or risk 
of loss” is observed. The law states that any gain or advantage to the licensee “from 
such insurance or its sale shall not be deemed to be additional or further interest, 
discount or charge in connection with such loan.”*° 

In a directive by the State Banking Commission of Louisiana, dated April 7, 
1953, certain procedures were outlined to be followed in the sale of insurance on loans 
and it was also stated that “1% reducing level term insurance for the principal 
amount of the loan is reasonable.” It directed that “where the interest rate is cap- 
italized and added to the note only the principal can be insured.” 

The Small Loan Law in Maryland authorizes and regulates the sale of credit life 
insurance. The licensee is prohibited from accepting a commission.*? About 60 
per cent of the accounts are covered by life insurance on a declining balance plan, 
$1 per hundred. About 1 per cent of the loans are covered by automobile insur- 
ance.*” 

As authorized by the Small Loan Act** the Commissioner of Banks of West Vir- 


8 Peebles v. State, 87 Ga. App. 649, 75 S. E. 2d 35 (1953). 

8° The American Banker, July 14, 1953, p. 7. 

40a. Rev. Stat. tit. 6, §589, amended by Act 169, Acts of State of Louisiana, 1952, p. 402. 

“1 Mp. Cope ANN. art. 58A, §18 (Flack, 1951). 

*2 Letter from Deputy Administrator of Loan Laws of Maryland, John W. Dallam, to William Hays 
Simpson, July 14, 1953. 

“8 W. Va. Cove ANN. §§4653 (12) (1949). 
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ginia, John H. Hoffman, on August 11, 1952, gave written permission to the small 
loan companies to write in their offices diminishing term life insurance at a rate 
not to exceed $1 per hundred. The instructions provided that the borrowers could 
not be required to purchase insurance in connection with loans; set $100 as a mini- 
mum amount of any loan to be insured; and limited the amount of the insurance 
to not more than the size of the loan and the term of the insurance policy to not 
longer than the term of the loan. On loans made to husband and wife and on loans 
made on notes which have both a maker and co-maker only the wage earner and the 
maker respectively could be insured. When insured borrowers repay their loans be- 
fore they are due all refunds of premiums of fifty cents or more must be made. 


SUMMARY AND CONCLUSIONS 


In the preceding pages the usury laws of the Southeastern states were briefly 
summarized and note was made of the type of regulatory small loan legislation in 
force in the various jurisdictions. Five states—Virginia, West Virginia, Louisiana, 
Maryland, and Florida—enjoy effective control under laws similar to the Uniform 
Small Loan Law. The states of Tennessee, Alabama, Georgia, and Mississippi have 
inoperative laws, while South Carolina and, for many practical purposes, North 
Carolina have no small loan laws. 

In a review of the small loan problem in Alabama, Georgia, North and South 
Carolina various bad practices of the high rate lenders of those states were men- 
tioned. Not the least of these is the sale of various forms of insurance by the loan 
agencies. While insurance gives the borrowers certain minor benefits, the purchase 
of it increases the cost of credit to the borrowers and the profits to the lenders. The 
report of the State Banking Commissioner of North Carolina shows that over 43 
per cent of the income of the small loan companies of the state in 1951 came from 
commissions on the sale of insurance. 

To solve the problems arising from the sale of insurance policies by loan agencies 
the states of West Virginia, Florida, Maryland, and Louisiana have either amended 
their small loan laws or have issued directives to adequately care for the problem. 

There has been general agreement in some jurisdictions that if the lenders wish 
the additional protection of life insurance on the borrowers to protect their loans the 
sale of such should be permitted but at no profit to the loan agency. If this limita- 
tion were adopted in North Carolina, much less insurance would be sold by the 
small loan agencies and the cost of loans to thousands of borrowers would be 
reduced. 

To care adequately for the small loan problem in this area more states will have 
to join the five Southeastern states which have already approved laws similar to the 
Uniform Small Loan Law. A uniform rate of interest of from 2!4 to 3!4 per cent 
per month on the unpaid balance, which has been found adequate in those states 
enjoying effective regulation of the small loan business, should be established as an 
all-inclusive rate and no other charges should be permitted against the borrower of 
small sums of money. 








A BIRD'S EYE VIEW OF THE LOAN SHARK 
PROBLEM FROM THE OFFICES OF 
THE LEGAL AID SOCIETY IN 
ATLANTA, GEORGIA 


Caro.tyn M. PEnNnIsI* 


FounDING OF THE ATLANTA LecAL Arp Soctrty 


In 1924, a group of public-spirited Atlanta lawyers, interested in setting up an 
agency to furnish to the poor needed legal service, organized and incorporated the 
Atlanta Legal Aid Society. An attorney was engaged and an office opened. The 
following year financing was taken over by the Community Chest. The work has 
continued and grown since that time, enabling thousands unable to pay for legal 
service in the area to have counsel, of which they otherwise would be deprived. 

During the early years of its operation, the Society, together with the Atlanta 
Bar Association and other civic groups, carried on a drive against usurious money 
lenders, who were thriving at that time and causing much misery. These efforts 
greatly improved the position of the poor borrowers, by obtaining relief for them 
in court and by bringing about stronger laws on money lending and a decrease in 
illegal operations of loan companies. 


Laws 1n Errect on Money LENDING IN 1924 


When the Society commenced its activities there were a number of laws in effect 
in Georgia on money lending. Several old laws regulating interest and usury were 
in existence, which provided a maximum rate of interest of 8 per cent per annum,’ 
and that a charge of more than 8 per cent would cause forfeiture of the entire 
interest.2, These provisions remain today. 

A 1904 law required licensing and other regulation of the business (1) of 
making loans on the security of household or kitchen furniture, household goods, 
wearing apparel, sewing machines, musical instruments, wages, or salaries, and (2) 
of buying wages or salaries.? It provided for fees for investigating security,’ but 
provided also that any interest charged in excess of the legal rate, or any fees above 
those specified in the law, and any charge of more than 6 per cent of the amount of 
any loan of more than $60, would be considered as payment on principal.> It further 


* Attorney, Legal Aid Society, Atlanta, Georgia, since 1944. Graduated from University of Georgia 
in 1939 and the Atlanta Law School in 1944. Member of the Georgia bar. Past president of the 
Georgia Association of Women Lawyers; and member of Phi Kappa Phi and Beta Gamma Sigma honorary 
fraternities. 

*Ga. Cope ANN. §57-101 (1933), Ga. Laws 1878-79, p. 184. 

*Ga. Cope ANN. §57-112 (1933), Ga. Laws 1916, p. 48. 

* Ga. Copr ANN. §25-201 (1933), Ga. Laws 1904, p. 79. 

“Ga. Cope ANN. §25-213 (1933), Ga. Laws 1904, pp. 79, 82. 

5 Ga. Cope ANN. §25-215 (1933), Ga. Laws 1904, pp. 79, 83. 
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provided that any contract for the assignment of unearned wages for the purpose 
of securing a loan of money was void.® This law has not been specifically repealed. 


A 1908 law was in effect providing that no one should charge more than 5 per 
cent a month on a loan," and that violation of this prohibition would be a mis- 
demeanor.’ A 1912 law allowed a rate of 6 per cent a year for monthly installment 
loans, aggregating the principal and interest for the entire period of the loan, and 
dividing into installments,® which in effect allowed almost 12 per cent a year on the 
average balance. These laws are still in effect. 

A 1913 law provided for loans by Building and Loan Associations and “Other 
Like Associations,” at 8 per cent per annum, and allowed the principal and interest 
to be aggregated for the entire period of the loan, and divided into monthly or other 
installments. It provided that the loan could be secured by certificates of indebted- 
ness, payable on the installment plan, bearing additional interest.’° In effect, in- 
terest under this law could be almost as much as 32 per cent per annum on the 
average balance, and other charges were also permissible. This law is still in 
operation. 

A 1920 law was in effect, regulating the “Small Loan Business.” This required 
licensing by the State Superintendent of Banks of businesses making loans of $300 or 
less, charging more than 8 per cent per annum," and permitted licensees to charge 
344 per cent a month interest, with no additional charges allowed, and provided that 
if a licensee charged more it would forfeit principal and interest.’? Violators of 
these provisions could be found guilty of a misdemeanor.’* This law was later 
changed to decrease the rate allowed to 114 per cent a month. 

A 1925 law provided that credit unions could charge members 1 per cent a 
month, plus other fees prescribed in the by-laws.’* This is now in effect. 


SUBSEQUENT IMPROVEMENTS IN Money LENpiING Laws 


Due to a large extent to the efforts of the Legal Aid Society, the Atlanta Bar 
Association, and other interested civic groups, the Georgia laws on money lending 
were clarified and strengthened after 1924. 

In 1931 the Georgia Supreme Court held that a consent judgment signed by a 
borrower before suit was filed was void.’® This decision helped eliminate much 
grief to borrowers, for the lenders previously had been getting borrowers to sign 
papers consenting to judgment without notice, and when the borrowers failed to 


°Ga. Cope ANN. §25-220 (1933), Ga. Laws 1904, pp. 79, 84. 

*Ga. Cope ANN. §57-117 (1933), Ga. Laws 1908, p. 83. 

* Ga, Cope ANN. §57-9901 (1933), Ga. Laws 1908, p. 83. 

*Ga. Cope ANN. §57-116 (1933), Ga. Laws 1912, p. 144. 

*° Ga. Cope ANN. §16-101 (1933), Ga. Laws 1913, p. 54. 

Ga. Cope ANN. §25-301 (1933), Ga. Laws 1920, p. 215. 

*? Ga. Cope ANN. §25-313 (1933), Ga. Laws 1920, p. 219. 

*® Ga. Cope ANN. §25-9902 (1933), Ga. Laws 1920, pp. 215, 221. 
'*Ga. Cope ANN. §25-116 (1933), Ga. Laws 1925, p. 175. 

** Information Buying Co. v. Miller, 173 Ga. 786, 161 S. E. 617 (1931). 
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pay, they had the judgment signed by the court, and then began garnishment pro- 
ceedings. 

In 1933 the garnishment law was changed, to provide that no garnishment should 
issue against the daily, weekly or monthly wages of any person residing in Georgia, 
until after a final judgment had been rendered against him.’® Prior to this law, 
lenders had a great advantage over their borrowers because they could run a gar- 
nishment and endanger the borrower’s job, before the borrower had a chance to 
contest the debt. 

In 1934 the Georgia Supreme Court in Parsons v. Fox held that the particular 
“salary buying” transactions in this case were not bona fide assignments of wages, 
but were loans, and were subject to civil and criminal usury laws.’’ The facts in 
this case were that the lender paid the borrower a sum of money upon the execution 
by the borrower of what purported to be an assignment of a larger sum due the 
borrower from his employer; the paper gave the lender the right to collect the 
money, but he made no attempt to do so and served no notice on the employer. The 
borrower collected his wages, and then had another transaction under which the first 
paper was canceled and a new one signed, differing from the first only as to dates. 
There was then an exchange of funds under which the lender received a net amount 
of $2.25. This procedure was repeated on subsequent paydays, and the borrower 
never received any sum in addition to the amount originally received. 

Parsons v. Fox opened the way to many subsequent decisions by the court that 
so-called salary assignments were in fact usurious loans, and the borrowers thus 
were relieved. 

In 1935 the “Small Loan Rate” was reduced to 14 per cent a month,’® and in 
1945 the rate of pawnbrokers was clarified and fixed at 2 per cent a month.’® In 
1953 the Georgia Court of Appeals held that where the cost of insurance charged by 
a lender actually represented a device for the reservation of interest, then the amount 
of such charge would be considered in determining whether the lender had violated 
the usury laws. The conviction of the lender in this case of charging more than 5 
per cent a month interest was upheld.?° 


Present-Day REGULATIONS 
Under the present laws in Georgia the following interest rates are allowed. The 
regular maximum rate of interest is 8 per cent per annum;”! the monthly installment 
rate is 6 per cent on the original amount for the entire period of the loan, or almost 
12 per cent on the average balance;** the Building and Loan and “Other Like Asso- 
ciation” rate is 8 per cent on the original amount for the period of the loan, or almost 


*® Ga. Cope ANN. §46-101 (1933), Ga. Laws 1933, p. 35- 

17 Parsons v. Fox, 179 Ga. 605, 176 S. E. 642 (1934). 

78 Ga. Cope ANN. 1933, §25-313 (1933), Ga. Laws 1935, p. 394. 
1° Ga. Cope ANN. §12-612 (1933), Ga. Laws 1945, p. 189. 

2° Peebles v. State, 87 Ga. App. 649, 75 S. E. 2d 35 (1953). 

2} Ga. Cope ANN. §57-101 (1933), Ga. Laws 1878-89, p. 184. 
?2Ga. Cope ANN. §57-116 (1933), Ga. Laws 1912, p. 144. 
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32 per cent on the average balance, taking into consideration the certificates of in- 
debtedness that are issued by the company and used as security, being purchased on 
the installment plan at interest; the special “Small Loan Rate” is 114 per cent a 
month, or 18 per cent per annum on the unpaid balance** (there are only two com- 
panies licensed at present in the state under this law); the credit union rate is 1 per 
cent a month, plus other fees;”° and the pawnbroker rate is 2 per cent a month, with 
a minimum of 50 cents a month.”® 

Although the laws have been improved in favor of borrowers, still there remain 
many disadvantages for them. There is a great disadvantage in the rates allowed 
to Building and Loan and “Other Like Associations,” which can run to almost 32 
per cent a year plus other charges. Also disadvantageous is the “time price” law 
used in automobile financing. The court has held that where such a price is agreed 
upon, no question of usury is involved.2” Thus the charges for financing on the 
time price arrangement are unlimited. 

Even those loan companies that operate illegally are sometimes hard to combat 
because they furnish their customers few evidences of the debt and payments, their 
customers do not understand what happened and have poor memories, and the 
companies may conveniently lose their records when prosecuted. 


Many Cases Invotvinc Loan Companies HANDLED BY THE SOCIETY 


The Society, since its founding in 1924, has been appealed to for help by thousands 
of the poorer residents of the area. Large numbers of these people have been bor- 
rowers, and many, victims of loan sharks. Most of the clients are ignorant and 
many are under great emotional stress. Some have been in terrible distress because 
of garnishment, or eviction, or death of the family provider. Some have been so 
confused that they could not even give their correct names. 

Typical of the clients, however, is the negro man with a large family to support 
on $35 a week, who tells the attorney that he has already had a summons of garnish- 
ment served on his employer by the XYZ Loan Company, although he has paid his 
loan off. (He did not understand when he was sued and let the case go in default.) 
He is going to lose his job unless helped. He is found to be fortunate in one re- 
spect; he does have receipts to show the money he has paid the finance company. 
His receipts total $102.88. He has no other papers, and his recollection is that he 
borrowed a total of $65 over a period of three months. He does not know how much 
he was supposed to have paid as interest. He remembers that he borrowed $15 on 
July 15, and agreed to pay back $18 in two weeks; he borrowed $15 on August 1, 
and agreed to pay back $18 in two weeks; he borrowed $10 on September 1, and 
agreed to pay back $12 in two weeks; he borrowed $25 on October 1, and agreed to 
pay back $30 in two weeks. This totaled $65 received. On October 15, the loan 


*° Ga. Cope ANN. §16-101 (1933), Ga. Laws 1913, p. 54. 

** Ga. Cope ANN. §25-313 (1933), Ga. Laws 1935, p. 394- 

®° Ga. Copr ANN. §25-116 (1933), Ga. Laws 1925, p. 175. 

2° Ga. Cope ANN. §12-612 (1933), Ga. Laws 1945, p. 189. 

*7 Richardson y.,C. I. T. Corp., 60 Ga. App. 780, 5 S. E. 2d 250 (1939). 
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company generously proposed, he recalled, a new plan of payment for the balance 
still due on the last loan. They allowed him to bring in a payment on the last loan 
twice a month. Each time he made his semi-monthly payment he obtained a receipt 
and was told what to bring the next time, and each time he paid he was persuaded 
to sign another piece of paper. He never knew what writing these pieces of paper 
contained, as he did not read well, and he was not given anything in writing to show 
to someone who could read for him. 

Although he brings his receipts for payments of $102.88 to the Society office, 
on loans totalling $65, there has already been issued against him a judgment for 
an additional $37.99, and his wages have been subjected to garnishment. The 
Society attorney in this case was able to have the default judgment set aside, and 
filed a defense of usury. At this point the company gave up and released the 
garnishment, pursuing the matter no further. The money paid into court on the 
garnishment was turned over to the happy client. 

Also typical, and duplicated by many more like it, is the case of the negro maid, 
who, over a period of several years, got herself into debt with more than a dozen 
different loan companies. In order to try to keep up with which companies she 
owed and when the payments were due she carried around in her worn pocketbook 
a large bundle of receipts and collection notices. Naturally by the time she reached 
the Legal Aid office many of the receipts had been lost. In order to stop the clamor- 
ing of these various companies for their payments, she had obtained a loan of several 
hundred dollars with another company, and with this paid off the first ones. She 
gave as security her furniture, which she had acquired after years of work. No 
sooner had she stopped the duns of the first companies, than she needed more money 
to pay the large loan and her living expenses, and she was obliged to return to the 
first companies and ask for more loans. It is amazing that credit was again given 
her and new loans made by the original companies. 

When she reached the Society office her indebtedness had reached considerably 
over $1000 and she had no way to pay it. Although certain of the loans could be 
attacked on the ground of usury, there were still too many unassailable ones for her 
ever to get out of debt, and she had to resort to bankruptcy, and give up her furniture. 

Many unfortunate borrowers have come to the office with only a few smudged 
receipts for part of the money paid, or none at all, and with nothing in writing 
concerning the transactions with the loan companies. This lack of written memo- 
randa, coupled with foggy recollections of the transactions by the clients, necessitates 
perseverance on the part of the attorneys to accomplish anything. These cases, 
however, never fail to arouse the deepest interest and sympathy, because the bor- 
rowers are so easily taken advantage of. There are some 175 lending agencies in 
Atlanta and its environs, and an estimated population of 725,000 souls in the area. 
Many of the poorer citizens will become involved with one or more of these loan 
companies, and will need help. 

The society has since its establishment handled over 76,610 cases. The following 
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table shows the number of cases handled from the year 1928 through the first seven 


months of 1953. 


TABLE A 





Number of Cases 


Number of Cases 








1054 
1236 
1758 
2784 
3049 
3089 
2670 
2772 
3822 
2791 
2816 
3056 
3087 


1952 
Jan.- 








July 1953 


3044 
2809 
2805 
2866 
2699 
2461 
3024 
2986 
3436 
3824 
4588 
5156 
2928 








76,610 





About half the cases concerned domestic relations matters, and the others involved 
a variety of matters, from loan shark problems to the question of how to open a 
grave. The following table gives a comparison of the cases handled from 1945 
through 1952, showing those involving domestic relations and those concerning in- 
debtedness to loan companies. Domestic cases have comprised almost one-half the 
cases, but those where borrowers complained about loan companies were only a 
small portion of the cases, though they did rise from .6 per cent in 1945 to 2.9 per 
cent in 1952. The 508 cases on loans involved 568 different transactions. 


Tasie B 





Number 
of Cases 
Handled 


Number 
Concerning 
Domestic 
Relations 


Per Cent of 
Domestic 
Cases to 

Total 


Number 
Re Debts 
to Loan 
Companies 


Per Cent 

of Debt 

Cases to 
Total 


Number 
of Loan 
Transactions 
Involved 





2699 
2461 
3024 
2986 
3436 
3824 
4588 
5156 


1389 
1130 
1299 
1350 
1616 
1733 
2051 
2678 


50.4 
45.9 
43.0 
45.2 
47.0 
45.3 
44.7 
— Ee 








So 
nN 
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28,174 





13,246 











An analysis of the 151 loan cases handled in 1952 reveals that 44.4 per cent of the 
debts were for the purpose of buying cars, and 15.8 per cent were for the purpose 
of buying or improving real estate, as is shown in the following table. A large 
number of clients came to the Society office after their cases were already lost, 
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which emphasizes the need for more education of the public on the need for early 
legal advice. 


Taste C—Anacysis or 151 Dest CaAsEs IN 1952 








| 
| Per Cent 
Number | of 151 
BOEDe WEE MIMO CO OUT BICRE S55 oc ccc vec terse ce cuceccsecssescsacece fe ae 44.4 
Payments already in arrears when client consulted Society................. | 65 43.0 
Car already repossessed by lender... ........ ccc cece cece se cesccserecencs | 46 30.5 
Car already repossessed and sold by lender. ..................0000 00000 a ene 25.8 
Client sued for deficiency after car so sold... ..... 6.6.6.0 6 ec e eee e eens ere aoe 17.9 
Judgment already in favor of lender for deficiency.................00.00005. 8 Bia 
Garnishment already issued on deficiency judgment.................00000005 | 7 | 4.6 
Debt was made to buy or improve realty... .........600 000 c eee e cece eee | 24 15.8 
Foreclosure already begun by lender...............000 cece cece eee e eee 5 Sas 
Property already sold under foreclosure. ............0.. 0c c cece eee eee ees 3 | 1.9 





Srupy oF Court Cases IN 1953 TO SEE How Many Were Broucut 
BY Loan ComPANIEs 


In an effort to find out something about the litigation between loan companies 
and their borrowers at the present, the records of the Civil Court of Fulton County 
in Atlanta, Georgia, were checked for the months of January and February, 1953. 
In this court most of the suits against small borrowers in Atlanta are filed. It was 
found that out of a total of 7,186 civil actions filed, 5.4 per cent were brought by 
lending agencies, but only a pitifully small number were contested by the borrowers 
(0.4 per cent) and some of them had already lost their cases when the records were 
checked. In July, 1953, ten of these contested cases were still undisposed of. 


Taste D—Actions FILep 











| 
Number | Per Cent 
of Cases |of the 7,186 
aT eta cate it i aN owbl a GuaiSib Sis eieia-a'vi a S400 w 88 7,186 100.0 
How many of these actions were brought by loan companies................. 389 5.4 
How many of the loan company actions were defended by borrowers.......... 30 0.4 
Disposition OF THIRTY ConTESTED ACTIONS Per Cent 
Number of 30 
eee a SCENE ONIN ADOO. 5 ic 5 35 60.504 40s ccs sdiccrceuedvevesseceeces 10 33.4 
Trial and judgment in full for loan company.............. 00000 c cece e eens 7 23.4 
Settled and dismissed by loan company...............00ccccececeeseeeeees | 6 20.0 
Bankruptcy plea stopped proceedings..............ccccecccccccccececeeses 2 6.7 
Consent judgment for less than full amount.................00 00 c cece ee uee | 1 se 
Consent property judgment for car purchased by minor..................... 1 A 
Dismissed by loan company after defense claimed usury.................-+-. 1 PE 
Defense withdrawn and judgment in full for loan company.................. 1 Sis 
Case placed on special consent calendar while borrower made installment | 
RN eer ens shelve curhee Paes sw eee 88 DA eT Rese eee ema | 1 aio 
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Srupy oF Lecat Arp Case Recorps IN JANUARY AND FEBRUARY, 1953, TO SEE WHAT THE 
Mayjoriry Were Asout anD How Many Invotvep Loan Companies 


The following table gives an analysis of 722 cases handled at the Legal Aid 
office in January and February, 1953. The previous year domestic relations cases 
were 51.9 per cent of the total, but during these two months in 1953 they were 57.3 
per cent. Loan company cases also rose from 2.9 per cent in 1952 to 3.3 per cent 
during these two months. Although 3.3 per cent were complaints against loan 
companies, more (7.2 per cent) were complaints against credit furniture, jewelry, 
and clothing stores; 0.4 per cent were complaints against employment agencies. In 
working on the domestic relations cases it has been found that debts to credit stores 
and loan companies have in many instances aggravated the marital trouble and 
contributed to the break-up of the family. 


TasLe E 





Per Cent 
‘ Number | __ of 722 
Cases handled during January and February, 1935, at the Legal Aid Society .. 722 100.0 
Cases which concerned domestic relations..................0eccececeeeeeees 414 57.3 
Cases involving debts to loan companies. ...........56.ccsescceseccccccscess 24 3 
Cases involving debts to credit furniture, jewelry and clothing stores.......... 52. 2 
Cases involving debts to employment agencies............ SR che Re tienes See 3 7 4 


| 








Survey OF 2121 Lecat Arp Ciients Durinc 1953 TO SEE How Many Were 
IN Desr To Loan Companies 


During the months of March, April, May, June, and July, 1953, a total of 2,121 
applicants at the Society were questioned about their indebtedness to loan companies. 
They were asked if the lender had treated them fairly, and if not, what their com- 
plaint was. They were also asked how they happened to become involved with the 
lender and what charges they were paying for the money. It is not an easy task 
to get the facts from these troubled persons since they are usually confused them- 
selves and incoherent. Much time must be spent probing, to determine when the 
loan was made, how much money was borrowed, and how much was to be repaid. 
A good many of the clients interviewed did not remember the name of the company 
they owed, could not tell how much they had borrowed or what they were supposed 
to pay back, or when they were to make the payments. Some did not remember 
why they borrowed the money. A good number upon giving their story, would, 
when the attorney reviewed it, give a new and different set of facts. For these 
reasons it is somewhat difficult to put in writing their troubles. However, an effort 
has been made to reduce their thoughts to writing, and the following tables sum- 
marize their beliefs, 

Although less than 2 per cent of the cases at the Society for the years 1945 through 
1952 concerned loan problems, the following table shows that 18.7 per cent of the 
2,121 clients interviewed admitted being in debt to loan companies. The Society 
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case records on these same clients show that an additional 7.3 per cent were in debt 
to mortgage holders on their homes. This makes a total of 26 per cent admittedly 
in debt. Of the 396 answering the survey questions that they owed loan companies, 
64.9 per cent were Negroes and 35.1 per cent white people. The negro population 
of the area remains a fertile field for the loan companies. The 396 cases involved 
457 different loan transactions. One hundred thirty-three of those questioned gave 
the amount they had borrowed, and this totaled $31,309.00, or an average borrowing 
of $235.34 for each person. The average income for these persons was $25 to $50 a 
week, with generally four or more persons dependent on it. 


TABLE F 





Per Cent 

of 2121 

100.0 
18.7 
Fea 


Legal aid clients questioned about debts to loan companies. ............ 
Clients who answered that they were indebted to loan companies 
Clients who also owed mortgages on their dwelling 


Per Cent 
of 396 
35.1 


How many of the 396 in debt to loan companies were white people... . 
64.9 


PRO WIMADY OF ENE S96 WETS INCRTOES. 6665s so cco tins cc cetceetsssccecevoreces 
The 396 owed how many different loans.............ccecccccccccccoscsoses 








The following tables show how many of the 396 said they were satisfied with 
the way treated by their loan companies, how many were dissatisfied, and the nature 
of their complaints. Many said the loan company had treated them “nice” or “fine,” 


and had been a real friend. In some instances the complaints had no legal basis, 
but the clients believed they had been treated unjustly. In other instances the com- 
plaints were legally justified, and relief was obtained. 

The following table (p.g1) is an analysis of the reasons given by the borrowers for 
getting involved, expressed in their own words as much as possible. The largest 
group (21.2 per cent) were in debt to loan companies because of accumulated small 
bills. In many instances some of these smaller bills were due other loan companies. 
The next category (11.3 per cent) were in debt because of illness. These low-income 
people seldom have money in reserve for even a short illness. The next category 
(10.9 per cent) got in their difficulty so they could have a car. Many of them simply 
could not afford a car, and eventually lost it. Later they had judgments against 
them for deficiencies after the finance companies repossessed and sold the cars. The 


Taste G 





| 
Per Cent 
| Number of 396 
How many of the 396 surveyed in debt to loan companies stated they had not 
been treated fairly 12.6 
How many were satisfied with the way treated | 87.4 
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Taste H—ComptainTs oF 50 Borrowers 





Lender should have given borrower more opportunity to pay before repossessing or suing. .. . 

Lender charged too much for loan 

Borrower had to go to different loan companies to pay bills and other loan companies, and 
owed more than he could pay 

Lender should have made husband pay because he had persuaded wife to sign and he used 
the money 

Lender should not have sued after repossessing car, because car was no good 

Lender tried to force client to pay by threatening to sue husband for oo wife made.. 

Lender tried to force borrower to pay by threatening to sue although borrower had completed 
RONMIRED ce ON yc wc nr at SRE EE ae Rica raessne ie ws nal c Wacky 5 wisi bbe 

Lender tried to force borrower to pay by threatening to run garnishment before he sued and 
also to take borrower’s furniture, which was not put up as security 

Lender tried to force client to pay by threatening to sue on a loan client did not sign for. . 

Lender broke his promise to wait 5 days before selling car repossessed, and when borrower 
took money within 5 days he found car already sold 

Lender broke promise to get car from storage where placed by police after recovered from 
thief and impounded; instead sued borrower. 

Lender did not give canceled notes and receipts when paid 

Lender sued borrower in wrong county 

Lender should make an effort to force principal borrower to pay instead of suing co-signer. . 

Lender should not have had borrower jailed on bail trover action when it knew the goods put 
up as security belonged to co-signer and borrower could not produce them 

Finance company did not give credit for car traded in 

Upholstery dealer transferred contract to finance company without advising client. . 

Finance company wrongfully repossessed car when co-signer paid note due and reported 
borrower was planning to take car out of town 

Borrower believed lender did not have right to take physical possession of article put up as 
security 





next category (8.6 per cent) became involved because they needed to buy furniture. 
Frequently their incomes are not sufficient to buy necessary beds for their families. 
It is interesting to note that 3.0 per cent got in debt to help a relative and 0.5 per 
cent to help a friend. They could scarcely support themselves, but borrowed to help 
others. The scheme of giving old customers $1 or $2 to bring in new borrowers is 
frequently found, and it is apparently successful; thus 2.2 per cent became involved 
because they were taken to the loan office by a relative or friend. 

The story of 1.3 per cent who as wives put their names on loan papers and 
mortgaged their furniture because their husband requested it, is a pathetic one. 
A large number of the wives asking the Society to obtain support for the children 
from deserting fathers, have thus signed for the husbands to get money, which the 
latter used to leave town. The family has then been left with no support from the 
husband, and no way to pay the mortgage on the furniture. 

Among the others, 3.8 per cent needed money for clothing, 3.5 per cent for food 
and rent, and 1.7 per cent for utility bills. Their regular incomes were not sufficient 
to provide food, shelter, and clothing for their families. 

In addition, 0.5 per cent borrowed to pay for a funeral. Too often these families 
carry no life insurance to take care of a funeral. Finally, 4.0 per cent borrowed 
for celebration at Christmas, and 0.3 per cent for Easter. Many spent the rest of 
the year paying for the celebration. 
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Taste I 





IIE er gee A REN tetas osiys camiande eae neues | 
Because of illness 
To buy a car 
To buy furniture 
Could not or would not tell why they borrowed 
PUN TMU ere eG Aon sia suie ng eel kO we Hee er aaeg es cbeeeeane 
To buy clothing 
‘or food and rent 
To help a relative 
PO IEICE RUITONIN OH HOUSE. 6 oc ssc c cas cscctoncscececcrscdacseceses 
To repair house 
Because a relative or friend introduced client to loan company 
To pay utility bills 
Because client was broke 
To buy stove, refrigerator, washing machine, or other appliance 
Wife signed for husband to get loan for his benefit 
To buy a TV set 
Because out of work 
In order to move 
To have a vacation or trip 
For personal use and small luxuries 
To have dental work done 
Because of advertising by mail, newspapers, or radio 
Because client is a regular customer when he needs money 
To pay for a funeral 
In order to help a friend 
ea aaa ee ee ee ee eee 
To support children 
To buy a truck 
To buy a radio 
To have upholstering done 
Account transferred from another town 
For Easter 
To pay income tax 
Wife signed for loan but company tried to make husband pay 
To please wife 
To get husband out of jail 
To get a divorce 
To get married 
Just happened to go in loan office 


So wMoo 
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The following table shows that out of the 396 borrowers only 4.8 per cent believed 
they knew the interest rate. It is pathetic that such a small portion attempted to 
find out what amount of interest was charged them, and most of these did not 
realize the actual amount of interest. 

Frequently a client would be told the interest was 8 per cent, but the facts, upon 
investigation by the attorney, would turn out to be like the following case. This 
client is a clean, brown-skinned young widow, supporting herself and five children 
on wages of $24 a week. She tells the Legal Aid lawyer that when she first became 
involved with the loan company she was not as bad off as now. At that time she 
just owed a few bills, but after she started borrowing, she still owed more bills, plus 
the loan company. Her cousin took her into the friendly loan office, where regular 





ALVA RATER GR or nak ES tr teem pp IT Cer ote 


g2 Law anp ConTEMPORARY PRoBLEMS 


customers were offered $2 in cash to bring in new borrowers. When she told the 
loan company her assets were a $24 a week job and a bedroom suite, her credit was 
approved and she was given $20. She did not understand the papers she signed, but 
remembered that she was to re-pay the $20 in 6 installments of $4.66, payments to be 
made twice a month. Although she used the $20 to pay on some of her bills, it did 
not go far, and when she returned to the company to make a payment, she so 
urgently needed more money that she accepted their offer to lend her more. When 
she reached the Society office she had borrowed the $20 several more times, and had 
been paying over 100 per cent interest per annum, but did not realize it. 


TABLE J 





Number Per Cent of 396 





How many of the 396 stated they knew how much 
interest was charged 19 4.8 


Per Cent Interest 
Number Charged 





How much interest these 19 persons believed 
was charged 


— Oe BON 











The following table (p. 93) gives an analysis of 56 of those answering in the 
affirmative the question regarding indebtedness to loan companies, who furnished full 
information on how much they borrowed and what they obligated themselves to pay. 
These 56 persons had, according to their statements, borrowed a total amount of 
$7,982.00 and had agreed to pay charges of $3,112.18 on the money borrowed. This 
shows an average borrowing of $142.54 for each of the 56 persons, and an average 
charge on the money borrowed of $55.57 for each. The average cost of loan to each 
borrower was 93.7 per cent per annum, with no account taken of reduction of princi- 
pal amount of debt by installment payments. These figures point up the profit possi- 
bilities of the loan business, and the lack of knowledge on the part of the borrowers. 

A comparison was made of four loan companies patronized by the 396 clients 
surveyed, with the number of suits brought by these same companies in the Civil 
Court of Fulton County during January and February, 1953. The following table 
sets forth this comparison, and shows that the company leading in popularity with 
the Society clients filed only 1.3 per cent of the suits brought by loan companies. 
This particular company has, as a matter of fact, been cooperative with the Society 
attorneys, and has been lenient with its borrowers in making late payments. Al- 
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Taste K—Anatysis oF 56 Loan TRANSACTIONS 


| Per Cent of 
Principal Per Cent of Per Cent of 
Number of | Charged Dur- Principal Principal 
Amount Charges for Months Loan } ing Length Charged by Charged by 
Borrowed Loan to Run of Loan Month Year 


19.0 228.0 
480.90 
120.0 
160. 
186 
i52.9 
159.2 
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88. 
128. 
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| $3,112.18 | 55514 | 


Average Borrowing of Each Client........ $142.54 
Average Charges ee Loan 55.57 
Average Length of Loan........ & 9.9 months 
Average Rate of Interest Per Annum 
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though the rates charged are legal, still frequently their borrowers are actually 
paying dearly for the money. The loan may cost almost 32 per cent plus other 
charges, and many of these advances are “package” loans, used to pay off principal 
and interest due other loan companies. Frequently on these loans the client cannot 
tell the amount advanced, since it was not paid to him but to other loan cc__oanies 
and other creditors, and he does not remember the amounts of these debts cit ver. 

It is interesting to note that the “A” Loan Company which filed the largest 
number of suits in the period checked had only 0.2 per cent of the Society clients 
as customers. If more borrowers could figure charges and compare the ways of 
doing business by the various companies, they could choose lenders who stayed 
within the law. Also if they could develop some sales resistance, they could better 
withstand the attractive advertising and select their loan companies on the basis of 
worth rather than empty promises. This is difficult for them when they see and 
hear generous offers of the loan companies in letters, newspapers, and over the radio, 
and when they so desperately need the money. The advertisements say that the loan 
company has a friendly confidential service, and that it can clean up their current 
bills, and give them extra cash too—it can, in fact, remove the borrowers’ financial 
worries. Sometimes these needy people receive in the mail vouchers for certain 
amounts of money from the loan companies, with an invitation to come into the 
loan office and get the money after their credit is checked. They are urged to come 
quickly before the rush begins. Such offers are hard to resist to those who need 
money to buy groceries. 


Taste L—Comparison oF Popucarity oF Four Loan Companies WiTH 396 Lecat Air 
CLIENTS SURVEYED, AND NuMBER OF Suits FILED IN THE CiviL CourT OF 
Futton County 1n JANUARY AND FEBRUARY, 1953, 

BY THESE CoMPANIES 





Per Cent of 389 Suits Filed 
Name of Loan Company Number of Suits Filed by Loan Companies 





“A” Loan Company 20 
“B” Loan Company 18 
“C” Loan Company 5 
“D” Loan Company 2 


Number of Clients Per Cent of the 396 
Patronizing Interviewed 





“C” Loan Company 72 18.2 
“D” Loan Company 57 14.4 
“A” Loan Company 7 0.2 
“B” Loan Company 3 0.1 











CoNncLUSIONS 


From many interviews with borrowers at the Society office, it appears that 
borrowers are reluctant to complain against their loan company friends. Many are 
afraid they will lose their jobs unless they settle with the loan company before the 
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boss finds out about it. They know that many employers will fire a fellow unless 
he promptly settles a garnishment. Many fear going to court and prefer paying 
the loan companies rather than having their cases heard by the court, even though 
they are assured of a fair hearing and a good possibility of winning. Many consider 
the loan companies real friends who have helped them when in need. Many are 
very proud of their credit rating, and the fact that the loan company trusts them 
enough to give them money. 

There have been many instances at the Society office in which cases with loan 
sharks have been successfully concluded for clients. These clients invited their friends 
to come in for the same service in regard to the usurious money lenders, but the 
friends would not come in. Many are afraid that when they need to borrow again 
they will be blacklisted; they know from past experience that the time will come 
when they need cash for “smaller bills,” the landlord, or to buy something they want 
and cannot otherwise purchase. 

There is reason to believe that those people above the Legal Aid income level 
are even more reluctant to admit that they are indebted to loan companies, as they 
are ashamed for the fact to be known. 

It is a fact that most borrowers of small sums are ignorant and unable to protect 
themselves. They cannot understand the papers presented them for signature, and 
cannot figure well enough to know how much the loan is actually going to cost 
them and whether their income is sufficient to meet the payments. 

There is need to enlist the interest and efforts of more people in the loan shark 
evil, especially employers, personnel managers, and other civic groups. Although the 
situation is improved over that existing in the early years of the Legal Aid Society 
in Atlanta, still much suffering results from money lending abuses. Many are the 
persons who borrow at high rates to pay their bills, put up all their furniture as 
security, then cannot meet the payments, lose the furniture, are sued for a deficiency; 
judgment is issued against them by default, and then garnishment follows. Most 
of these borrowers have large families and their dependents suffer a real hardship. 

In the long run better education of these persons will help them solve their own 
problems. More adequate laws on money lending are also greatly needed. 

In the meantime a great service can be given these citizens by their employers, 
who can furnish them with information on the loan shark problem and cooperate 
with them when they are involved, instead of firing them. Better work for the 
employer would result from less worried workers. Also of tremendous help would 
be the availability of more legal aid and the dissemination of more information 
explaining how to get legal service. By timely consultation with an attorney many 
borrowers could save themselves judgments and garnishments, which are contrary 
to law, but which issued because of the borrowers’ default, and thus they could save 
their families needless suffering. 








ORGANIZED LABOR VIEWS THE 
LOAN SHARK PROBLEM 


J. Avgert Wo..* 


Perhaps nothing illustrates so pointedly why organized labor continues its active 
interest in installment loan and finance legislation than a look at those whose 
welfare this legislation seeks to protect. 

One of the largest consumer finance companies in the world says that skilled and 
semi-skilled craftsmen comprise about 58 per cent of their customers. Another 18 
per cent are in the unskilled category. Thus, more than 75 per cent are “Labor’s 


” 


own. 
Their problems are those which labor seeks to mitigate through education, good 


wages, stable employment, and wise social legislation. Nevertheless, repeated upsets 
and emergencies will occur in the life of the average American family and cause 
even the well paid, thrifty, and best-intentioned to run into financial difficulty. 

The butcher, baker, and grocer cannot continue in business on unpaid bills. 
Nor can the doctor and dentist defer payment indefinitely no matter how lenient 
they may be willing to be for a time. 

How to satisfy each pressing creditor and keep the family a going concern are 
problems to which a stretched-out paycheck does not provide the answers. A legiti- 
mate financing or refinancing service to which families may turn is essential if bank- 
ruptcy or charity are to be avoided. American wage earners will not resort to 
charity or bankruptcy except as a last, desperate resort. They will honor their obli- 
gations if at all possible. Experience during the depression proved that losses on 
debts owed individually by the American people were only a fraction of those in- 
curred on business loans. In the light of this fact, it is ironic that for so long a time, 
financing of business for production was considered to be constructive while financ- 
ing the consumer was “bad.” 

Today, depending on his credit-worthiness and locality, the American consumer 
has a choice between a commercial bank, an industrial bank, an industrial loan 
company, a credit union or a small loan company. If he has something specific to 
pledge he may go to a pawnbroker. In addition, there are numerous sales finance 
companies who will be delighted to finance his purchase of an automobile, refrig- 
erator, washing machine or television set so that he may enjoy the fruits of the 
American system to which his own productivity contributes so much. 

Fortunately, his financing choice of last resort—the greedy, unregulated loan 
shark—is fighting a losing battle as new states enact remedial consumer loan laws 


* General Counsel, American Federation of Labor. 
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and banks and credit unions expand their activities further into the personal install- 
ment loan field. 

A couple of generations ago, American wage earners in need of short-term 
financial assistance were almost exclusively at the mercy of loan sharks who would 
charge all that traffic would bear. Interest rates up to 1,000 per cent per annum were 
not uncommon, and 20 per cent per month was routine. 

The industrial revolution brought not only much material wealth to the American 
people, but also many evils like sweatshops and child labor. It maimed and cast 
out on society hundreds of derelicts; it made men old before their time. It also 
created conditions ideal for the development of loan sharkery on a vast scale because 
the average American family became increasingly dependent upon the bread-winner’s 
pay check for even the simplest wants. Most of the self-reliance of an agricultural 
society and its ability to provide at least elemental food, shelter, and clothing dis- 
appeared into the maw of an industrial ogre. Reforming both the ogre and the 
loan shark were twin endeavors of organized labor and labor not only has encour- 
aged this reformation but has done so within the framework of the enterprise system 
and without destroying profits. 

It is obvious that pay checks must come regularly if families are to live normal 
lives. Any prolonged sickness or unemployment or similar family tragedy sets up 
a chain of events which generally drag out to an anchor of debt. However, so 
long as responsible sources of consumer credit are available at reasonable cost com- 
mensurate with the risk and expense of doing business, the family will rehabilitate 
itself with the perseverance and self-sacrifice typical of Americans. 

No amount of perseverance and self-sacrifice, however, could cope with the 
rapaciousness of the loan shark, and organized labor was quick to see the advantage 
of encouraging the formation of cooperative credit unions and supporting regulatory 
small loan legislation which would be sufficiently attractive to permit legitimate 
capital to help fill the gap. This joint encouragement is clearly indicated in the 
following excerpt taken from the Report of the Executive Council of the American 
Federation of Labor to the 51st Annual Convention held October 5, 1931 in Van- 
couver, British Columbia:? 


Credit Unions and Small Loans—Bills to permit the establishment of credit unions and 
to protect small loan borrowers, were introduced in the Senate and House. The credit 
union bill provided that any seven or more persons in the District of Columbia could in- 
corporate and do business. This would permit groups of people working together in any 
government department to organize a credit union for the purpose of loaning money to 
its members. 


As this would not protect three-quarters of the people in the District, who would not be 
in a position to form credit unions, the small loan bills were introduced in their interest. 
Officers of the Washington Central Labor Union complained that “loan sharks” were 
charging from roo per cent to 500 per cent for small loans. The small loan bills were 


7 REPORT OF THE PROCEEDINGS OF THE 51ST ANNUAL CONVENTION, AMERICAN FEDERATION OF LABOR 
114 (1931). 
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reported favorably to both houses and were lost in the congestion. The American Federa- 
tion of Labor supported both the credit unions and the small loan bills in an effort to 
drive the “loan sharks” out of business. 


It is significant that in the intervening years no substantial progress has been 
made toward enacting a workable small loan law in the District of Columbia and 
it still has a festering loan shark problem. 

Perhaps the best summation of labor’s attitude toward the loan shark problem 
appeared in the April, 1933 issue of the American Federationist, official publication 
of the A. F. of L.:? 


The problem of credit for those who need small loans and are not served by the banks and 
other credit agencies which consider this type of loan too hazardous and too expensive in 
collection, has long been either neglected or overlooked entirely. Yet credit to persons 
of small incomes may be essential to tide over emergencies and to prevent the loss of a 
lifetime’s savings. Where credit provisions are not made for the numerically large pro- 
portion of our population their recourse is the loan shark, always waiting for a victim. 
The practical thing to do seems the enactment of small loan bills by states, fixing interest 
at the lowest rate per month that the industry can accommodate. Experience under such 
a measure probably would indicate practices that would make possible reduction in rates. 
The way to make progress with this problem is to take a step that promises results and 
then determine the next move. 


The late A. F. of L. President, William Green, personally went on record many 
times in many places for remedial lending legislation. Under the by-line of Harry 
N. Mullican in the Louisville (Ky.) Herald-Post of December 26, 1933, there is 
quoted a long letter of Mr. Green’s complimenting the Post for its efforts and saying 
in part: 

Labor has always strongly regarded the loan shark practice as a real evil. Because of this 
fact Labor has led in the fight which has been made in the different states to secure 
remedial legislation. We have endeavored with all the power we possess to eliminate 
through legislative action the evil practices followed by loan sharks and loan shark 
organizations. 

While we recognize it is an evil, we have found that it is only through the enactment of 
small loan legislation similar in character to that proposed and supported by the Russell 
Sage Foundation that we can even in a small degree help the victims of the small loan 
sharks and make provisions for harassed laboring people to secure loans at a more 
reasonable cost. 


Martin P. Durkin, until recently United States Secretary of Labor, interested 
himself in this problem when he was President of the International Association of 
Governmental Labor Officials to the extent of appointing a “Special Committee on 
Small Loans” under the Chairmanship of E. P. Patton of the New York Department 
of Labor. Mr. Patton in his report to the next convention at Tulsa, Oklahoma (Sep- 
tember, 1939), expressing his amazement “when I discovered the extent of this 


? Editorial, Small Loan Bill, 40 AMERICAN FEDERATIONIST 345-346 (1933). 
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sort of thing,” stated, “I thoroughly believe that we should all exert our efforts to 
securing the wisest, sanest small loan statutes in each of our states. I am inclined 
to believe that its supervision should be in some other department, preferably the 
State Banking Department.” 

Labor has not limited its interest in the promotion and defense of appropriate 
legislation to the administrative and legislative halls. Through its general counsel, 
the late Joseph A. Padway, the A. F. of L. joined issue with the loan sharks in the 
courts and intervened successfully, amicus curiae, in State ex rel. Moore v. Gillian; 
and State ex rel. Goff v. O’Neil.* 


Justifying his intervention in the courts, Attorney Padway stated: 


Part of the functions of the American Federation of Labor is to give all aid possible to 
state federations of labor in their legislative and legal problems which are of statewide 
concern and which may have the effect of establishing precedents of great value nationally. 


The Minnesota Federation of Labor has requested the assistance of the American Federa- 
tion of Labor in this case and it is of such importance that the American Federation 
of Labor is anxious to comply. Accordingly, the American Federation of Labor has 
requested this court to permit this intervention in the capacity of a friend of the court, 
and in doing so, is acting in furtherance of the interests of the workers of the State of 
Minnesota and of the workers of the nation. 


Perhaps it is difficult for some to evaluate labor’s “intervention” in the consumer 
credit field. Organized labor itself has no such difficulty. Labor has championed 
increased wages, shorter hours, improved housing, pensions, stabilized employment, 
unemployment insurance, and many “benefits” which it looks upon not alone “in 
furtherance of the interests . . . of the workers of the nation” but of the nation 
itself. In the same light it champions constructive consumer credit and the elimina- 
tion of loan sharkery. Most recently, various segments of labor have voiced opposi- 
tion to “Regulation W” which authorized the Federal Reserve Board to control 
consumer credit. This authority, exercised on and off since 1941, has since been 
killed by Congress. 

A primary aim of labor is stable employment and nothing is so interdependent 
as regular employment and consumer credit. Without reasonably stable employ- 
ment, consumer lending and financing would be haphazard, excessively costly, 
and probably of insufficient volume to move the vast quantity of consumer durable 
goods which must flow in orderly fashion from factory to family if America is to 
remain prosperous. 

In the field of emergency cash lending, the need is to rehabilitate families—to 
make them solvent, going concerns so that they may be pulled back into the eco- 
nomic stream of the nation. There must be legitimate sources from which to 
obtain this emergency cash credit because the loan shark can never function as a 
rehabilitator. His charges are so exorbitant that they sap the financial vitality of his 
victim who finds it almost impossible to do more than keep his own body and 


3 141 Fla. 707, 193 So. 751 (1940). “205 Minn. 366, 286 N. W. 316 (1939). 
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soul together while maintaining the shark in the style to which he is accustomed. 

Banks and credit unions have expanded greatly in the field of consumer credit in 
the period since 1941 when Law and Contemporary Problems devoted its entire 
Winter edition to the theme, “Combating the Loan Shark.” They are rendering 
a great service, both in direct personal loans and in the broader field of financing of 
consumer durable goods. Nevertheless, the shocking experience in those states which 
have not enacted a regulatory law of the type sponsored by the Russell Sage Founda- 
tion, is an indication that banks and credit unions do not compete sufficiently with 
the loan shark to give substantially enough relief to his victims. This is not 
said in criticism of either the banks or the credit unions. It must be recognized 
that the lending area where loan sharks thrive is not usually one where depositors’ 
money may be safely risked nor costs recouped at conventional interest rates. 

Unfortunately, in the dozen intervening years, the number of unregulated states 
which have substantially improved their loan legislation is not as great as those 
which have not. Dr. William Trufant Foster’s analysis of small loan laws of the 
United States’ (based on 1940 data) showed 13 states without any small loan laws 
and 5 with largely or wholly inoperative laws—to which should be added the Dis- 
trict of Columbia, as we have already indicated. The following table gives the 
present status of these 19 jurisdictions: 


Arkansas—Effective regulation enacted in 1951; negated by Supreme Court in 1952. 

Delaware—Improved but ineffective regulation enacted in 1945. 

District of Columbia—No change. 

Georgia—No change. 

Idaho—Effective regulation enacted in 1943. 

Kansas—No change. 

Mississippi—No change. 

Montana—No change. 

Nevada—Effective regulation enacted in 1943 and additional constructive legislation in 
1951. 

North Carolina—Ineffective regulation enacted in 1945. 

Nerth Dakota—No change. 

Oklahoma—Effective regulation enacted in 1941. 

South Carolina—No change. 

South Dakota—Effective regulation enacted in 1953. 

Tennessee—No change. 

Texas—Ineffective statutes enacted in 1943, 1949, 1951. 

Washington—Effective regulation enacted in 1941. 

Wyoming—Effective regulation enacted in 1953. 


Since loan sharks have folded up wherever remedial loan laws have been enacted 
within the foregoing jurisdictions, and conversely, have continued to flourish in the 
remainder, the conclusion is inescapable that competition from lawful lenders 
specializing in this area to a greater extent than credit unions, banks, and others do, 
seems to be a far more effective control device than strictly punitive or completely 


5 The Personal Finance Business Under Regulation, 8 Law & ConTEMP. Pros. 154 (1941). 
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prohibitory measures. Prohibition seems to be no more effective against bootleg 
lending than against bootleg liquor. 

Picking out 2 states at random on which some recent statistical information is 
readily available, we note that although they are miles apart geographically and to 
some extent politically, economically and philosophically, they have had—until very 
recently—one thing very much in common—extortionate loan sharks. For these 
illustrations, we have used the State of South Dakota, the most recent state to enact 
an adequate small loan law, and the State of South Carolina which is still in the 
“no small loan law” category. 

The official Journal of the Senate of the State of South Dakota for the third 
legislative day, January 8, 1953, contains a report of Attorney-General Ralph A. 
Dunham, in which he sets forth some of his findings as follows (see page ror): 

Unfortunately there is no similar official state document available for the State 
of South Carolina but we have been able to obtain a printed rate chart put out by 
a lender operating 2 offices in the state. This chart contains merely 2 columns, 
“Net Proceeds” and “Provision for Payment.” In the following table we have 
changed these 2 headings to the more enlightening “Cash Advanced to Borrower” 
and “Monthly Payment” and for further enlightenment, we reveal what the bor- 
rower seldom finds out for himself—his total loan obligation, his total charges, and 
what percentage rate of interest he is actually paying: (in the interest of saving 
space, we have eliminated from this particular rate chart the columns for 15 and 
18 month maturities but the pattern is essentially the same). 


Finance PAYMENT SCHEDULE 





Effective Gross 
Annual Rate When 


Total Loan Cash Advanced | Monthly Payment Total Charges | Paid out According 
Obligation to Borrower to Maturity 





Sixth Month Loans 


$30.00 $20.35 $ 5.00 ; 162.6 
60.00 47.35 10.00 86.4 
etc. 
etc. 
Twelve Month Loans 
5.00 
6.00 


etc. 
etc. 

















High as these rates may appear, they are substantially less than those revealed 
in the South Dakota study. Probably, therefore, as can be seen from the foregoing, 
despite the listing of higher loan categories and longer maturities in the payment 
schedule, the loan shark may reap exorbitant percentage rates of return by the simple 
process of making only the smaller loans for short maturities. On the other hand, 
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this particular company may be one of those occasional “better loan sharks” at- 
tempting to set realistic rates with a loading factor for operating in evasion of the 
law. In any event both the South Carolina and the South Dakota illustrations 
prove that the loan shark operates essentially the same today as when organized 
labor and other public-spirited groups first began to seek his elimination. The 
progress has not been in mitigating the activity of the individual loan shark—only in 


reducing his number. 
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THE RESPONSIBILITY OF ALL CONSUMER LENDING 
AGENCIES TO HELP ELIMINATE 
THE LOAN SHARK EVIL 


J. Mitcer Reprrevp* 


Whether or not it is a weakness of our governmental and economic systems may 
be debatable, but the fact remains that when the individuals’ demands for goods and 
services cannot be met legally, they will be met illegally. As evidence of this state- 
ment, one needs only to think of our “noble experiment,” prohibition, rationing dur- 
ing World War II, and rent control which is still in effect in some areas. In all of 
these attempts to prohibit or strictly control the supplying of consumers’ demands, 
ways were devised to circumvent the restrictions imposed by law. Numerous other 
examples of a similar nature could be cited. The absence of legal means, in certain 
areas of this nation, to adequately meet the individuals’ need for comparatively 
small cash loans is the subject with which we are concerned in this article. The 
inescapable conclusion appears to be that, since the needs and desires of individuals 
cannot be legislated out of existence, the only alternative is to provide for the means 
of supplying any legitimate demands in the manner most beneficial to society as a 


whole. 
Wuy Do Loan Snuarks Exist? 


The term “loan shark” has been widely, and at times rather loosely, used for 
centuries. Many people use it to denote any lender whose rate of charge they deem 
unreasonable. Some lending agencies have used it to designate other lenders whose 
rates are higher than their own. Probably the most proper use of the term is as a 
designation of unscrupulous, illegal lenders whose charges and practices are extremely 
oppressive to the necessitous borrower of small sums. The nearest approach to a 
definition of the term in Webster’s Dictionary is, “shark; (3) a rapacious, crafty 
person who gains by usury, extortion, swindling, and the like; as, a mortgage shark.”* 


The loan shark is the offspring of two parents, the borrower’s ignorance and traditional 
legislative policy. The borrower’s ignorance is characterized by his failure to understand 
the concealment of a usurious interest rate or the harsh provisions for enforcement of the 
loan contract—such as confession of judgment, waiver of notice, appointment of the 
lender as borrower’s attorney in fact and the provision for renewals on default, which 
further raises the interest rate. The limitation of interest by usury statutes not only 
bars the development of a lawful small loan business but encourages rates beyond those 
commercially profitable in order to compensate for the stigma of illegality and the fear of 
loss of interest or principal according to statute.” 

* Executive Secretary, California Loan and Finance Association. 

* WessTer’s NEw INTERNATIONAL Dictionary 2303 (2d ed., unabridged, 1950). 

* 14 Encyc. Soc. Sct. 107 (1934). 
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The existence of loan sharks since Biblical times is a matter of record. Their 
operations on a widespread, commercialized scale in this country reached the zenith 
during the past half century. The change of the economy of this nation from one 
which was predominantly agricultural to one primarily industrial brought with it 
the shift of population from farms and small communities to large cities. 


It took families out of the intimate community groups and placed them in the impersonal 
setting of large cities. Emergencies no longer called forth the friendly aid of neighbors. 
Each family was on its own. Families hit by emergencies instinctively sought aid 
through credit. But the average family found to its dismay that it could obtain no credit, 
or could secure it only under intolerable conditions.’ 

Some borrowers were able to obtain credit from remedial loan societies which made 
loans to wage earners on a semi-charitable basis. These organizations were the real pioneers. 
They led the way in showing the public that consumer lending was needed and was here 
to stay. Their organizers recognized the need for higher interest rates than those allowed 
under the usury laws and obtained special state charters permitting them to make these 
higher charges. The first society was founded in Boston in 1859. Other societies followed 
slowly but never became sufficiently numerous to meet more than a small part of the 


demand.! 


The demand for cash loans of comparatively small amounts by average or below 
average income families has increased side by side with the further industrialization 
of our economy. Consumer loans will always be in demand by these families to 
meet emergencies and pressing obligations. As has been previously stated in this 
article, and on many other occasions, the demands of the public for goods and serv- 
ices will be met illegally if they cannot be met legally. 


Legislative enactment cannot change economic law. If money is a commodity, the 
rate of interest is regulated, at least in part, by the law of demand and supply. Just as 
the medieval prohibitive usury laws could not be enforced, so do the modern restrictive 
usury laws meet administrative difficulties. The difficulties are greatest in the field of 
consumers’ loans, loans for consumptive purposes. The borrowers are often ignorant 
and always in immediate need. They are therefore likely to be willing to accept whatever 
terms the lenders may ask.° 


A natural assumption might be that with the substantial increase in hourly wage 
rates and gross income of wage earners which has occurred during the past twenty 
years, the need for small consumer loans would be substantially reduced. Un- 
doubtedly this higher income, together with the increased cost of living, has been 
the major cause of the increase in the average size of loan made by legal consumer 
loan companies. Unfortunately, there is still a very sizable portion of our population 
which has great difficulty in making their income do more than meet bare living 
expenses. 


® Wattace P, Mors, ConsuMER CreDIT Facts For You 4 (Bureau oF Business REs., WESTERN RE- 
SERVE UNIVERSITY, 1952). 

“Id. at 4-6. 

5D. J. GaLLerT, W. S. Hitsporn AND GEOFFREY May, SMALL Loan LEGISLATION 11 (RUSSELL SAGE 


FounDATION, 1932). 
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According to the Federal Reserve Bulletin for June, 1953, 11 per cent of the 
spending units in the nation had incomes of less than $1,000 and another 14 per cent 
had incomes of between $1,000 and $2,000. Families in these income groups are 
those most likely to encounter desperate need for emergency loan service. They 
seldom have sufficient reserves to tide them over emergency situations. 

Liquid asset holdings (United States Government bonds, checking accounts, 
savings accounts in banks, postal savings, and shares in savings and loan associations 
and credit unions) are the usual reserves to meet emergencies. Yet 60 per cent of the 
spending units with incomes of less than $1,000 had no such holdings of any 
nature, and 4g per cent of those with incomes from $1,000 to $2,000 were in the same 
situation." Furthermore, 44 per cent of those in the first income group felt they are 
“worse off” in 1953 than they were in 1952, and 34 per cent of those in the second 
group were of the same opinion.® 

With 25 per cent of our families having incomes of less than $2,000 and with the 
majority of those families having no liquid assets as reserves, the need for emergency 
loan service is very real. Such loan service cannot be provided within the limits 
set by general usury laws. Loan sharks will continue to exist wherever laws fail 
to provide for legal means of meeting borrowers’ needs and demands for adequate 
consumer loan service. 


How Can Loan Suarks Be Eviminartep? 


The question of how to eradicate loan shark operations, and the resultant 
oppression of necessitous borrowers, has received much attention during the past 
half century. Social agencies, legal aid societies, better business bureaus, prosecuung 
officials, and civic leaders have given much attention to this problem. While action 
by these groups has afforded some relief in individual cases which have been brought 
to their attention, such action alone has not solved the basic problem. “The illegal 
lender is endowed with a shrewd business sense. He will be deterred from con- 
tinuing his enterprise only when its continued operation ceases to yield a profit or 
when the owner of the business is placed in personal jeopardy.”® Even severe 
penalties in the usury law fail to deter the loan shark. As a general rule, the 
greater the risk resulting from more severe penalties, the higher the charges to the 
unfortunate borrower. 

History has conclusively proved that the only effective means of eliminating the 
loan shark has been the enactment of legislation patterned after the Russell Sage 
Foundation Uniform Small Loan Law. The two basic principles of this law were, 
(1) to attract legitimate capital into the small loan business by legalizing rates 
which would produce a reasonable profit and, (2) to prevent abuse of those using 


° 1953 SuRvey or ConsuMER Finance, Table 1, p. 2 (reprinted from Federal Reserve Bulletin, June, 
1953). 

"Id. Table 8, p. 4. 

*Id. Table 12, p. 14. 

* From an address by Charles Scott Kelly of the Chicago Bar at the September, 1939, convention 
of the American Association of Personal Finance Companies. 
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this service by imposing severe penalties for violations of the laws and providing for 
supervision by state authorities over those engaged in the business. The penalties 
for violations apply not only to those licensed under the law but also to those who en- 
gage in the business without obtaining a license. Neither adequate rates nor severe 
penalties alone can wipe out loan shark operations. It requires the combination of 
legal commercially profitable rates and comprehensive prohibitions and penalties to 


accomplish this task. 

There have been some instances where drastic rate reductions in the small loan 
law have made it necessary for legal loan companies to discontinue their service. 
In every such instance the old-time loan sharks, and some new ones, appeared on 
the scene with their illegal charges and oppressive tactics, in spite of the fact that the 
penalty provisions of the law were still in the statutes. However, laws which provide 
for adequate rates but have loopholes, such as failure to prohibit salary buying, have 
also failed to eradicate loan sharks. The most recent example of what happens 
when a small loan law is rendered ineffective occurred in the state of Missouri. 


After having had a small loan law for some time, the state suddenly found itself 
without one on July 1, 1946. This resulted from a decision of the Missouri Supreme 
Court that the state’s new constitution had repealed the small loan law. The clause 
which led to this decision requires that statutes fixing maximum interest rates shall apply 
to all lenders without regard to their type of business. 

Nullification of the small loan law resulted in an extremely confused situation which 
impaired the entire credit structure of the state. Consumer finance companies liquidated 
and left. Commercial banks were unable to fill the breach. In fact, bank loans to con- 
sumers grew less rapidly in Missouri than in the country as a whole between 1946 and 
1951. Illegal lenders stepped into the credit vacuum. “Almost immediately after July 1, 
1946, the old loan sharks, with out-of-state headquarters, began returning to Missouri . . . 
they brought with them both old and new schemes and methods of collecting exorbitant 
interest and charges.” This is the conclusion of a study called “Illegal Lending in Mis- 
souri” which appeared in the June, 1951, issue of the Missouri Law Review.'® 


The unwillingness of loan shark victims to aid in the prosecution of illegal 
lenders is one of the handicaps encountered in eliminating loan sharks. So, too, 
are the ineffective penalties in the usury laws. This was proved in the recent experi- 


ence in Missouri. 


Out of hundreds of complaints claiming usury, only a few people were willing to subject 
themselves to publicity resulting from criminal prosecution. Of the few convictions ob- 
tained in Jackson County, the highest fine was $100, and this case is pending on an appeal 
to the Supreme Court by the usurer. In spite of convictions and fines, all of the loan 
sharks prosecuted have continued to operate as before. Contrary to general belief, most 
of the families victimized by loan sharks are middle class people who try to avoid publicity 
resulting from being implicated in a criminal prosecution. 

Mr. Henry H. Fox, Jr., Prosecuting Attorney of Jackson County, Missouri, who has 
made many sincere efforts to prosecute loan sharks during his two terms of office, says, 

1° Birkhead, Murray, and Lochmoeller, Illegal Lending in Missouri, 16 Mo. L, Rev. 251, 253 (1951); 
SMALL Loan LAws OF THE UNITED STATES 20 (WESTERN RESERVE UNIVERSITY, BUREAU oF BusINeEss RFs., 


oth ed., 1952). 
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“There can be no successful prosecution or elimination of loan shark practices without 


an effective small loan law.”!4 


Missouri once again rid the state of loan sharks by enacting a new consumer credit 


loan act in 1951. 
One reason for the success of the small loan law in driving out the loan sharks 


has been the policing work done by those operating under the law. The licensed 
companies are always on the alert for any evidence of illegal lending in the consumer 
loan field and do not hesitate to initiate action to stop the illegal lender. The na- 
tional and state associations of licensed consumer loan companies have adopted codes 
of ethics and standards of business conduct which carry out the spirit as well as the 
letter of the law and which, with few exceptions, are observed by the industry. 

The best proof that effective consumer loan laws do eliminate the loan shark is 
the fact there are no known loan sharks operating in those states having such a law. 
There may possibly be a few “hip-pocket” lenders but even they are very rare and 
the large scale loan shark operators are conspicuous by their absence. This statement 
is borne out by the action of the San Francisco Remedial Loan Association, one of 
the societies previously mentioned in this article, in dissolving the Association and 
withdrawing from the loan field. A news story on this action in the August 14, 
1951 issue of the San Francisco Examiner stated, “The ‘loan shark’ evil which the 
institution was organized to combat has been abated effectively by legislation, Presi- 
dent M. H. Robbins observed. ... It has never been the purpose of the association 
to enter the competition of the loan business, Robbins said. It was organized to 
correct an existing situation—the charging of high rates of interest to needy and 
small borrowers.” 


Wuere Do Loan Suarks Exist? 


Accepting the premise that loan sharks can be eliminated only by enactment of 
laws patterned after the Uniform Small Loan Law, it follows that loan sharks exist 
in those states which do not have such laws. That fact is widely known but the 
full extent of loan shark operations is not readily apparent, even to many of the 
citizens of those states. In some of the states with no effective law, a few lenders 
attempt to meet the demand for loans at rates which are fair though of questionable 
legality. They are the exception, however, and most lenders follow the well known 
loan shark pattern.!” 

Eight states and the District of Columbia now have largely or wholly inoperative 
consumer loan laws and four other states have no law of this nature. The states with 
inoperative laws are Alabama, Arkansas, Delaware, Georgia, Mississippi, North 
Carolina, Tennessee, and Texas. The states with no consumer loan laws are Kansas, 
Montana, North Dakota, and South Carolina.’* Over 20 per cent of the total 


™* Bulletin of Better Business Bureau of Kansas City, Mo., Dec. 13, 1950. 

** Mors, op. cit. supra note 3, at 24. 

*® SMALL Loan Laws oF THE UNITED STaTes, Op. cit. supra note 10, at 11. The table on this page 
shows Wyoming as one of the states having an inoperative law and South Dakota as having no small 
loan law. During the 1953 legislative sessions, the Wyoming law was amended by increasing the 
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population of the United States live in these states.‘* The majority of these states 
lie in the south-east portion of the United States. Growing industrialization of this 
area, with its concentration of wage earners in urban areas, has been a comparatively 
recent development. This condition has greatly intensified the need for legal con- 
sumer loan service in these states. 

It has been previously stated that families with incomes of less than $2,000 are 
those most likely to have need for emergency loan service. In the “1952 Survey of 
Consumer Finances” issued by the Federal Reserve System, the percentage of spend- 
ing units in various income brackets is shown, among other ways, according to four 
regions; North East, North Central, South, and West. The South Region includes 
East South Central, West South Central, and South Atlantic States other than 
Delaware. In the South Region, 42 per cent of the spending units had incomes of 
less than $2,000 as contrasted with 21 per cent in the North East, 24 per cent in the 
North Central, and 21 per cent in the West.’® These figures illustrate the pressing 
need for adequate legal emergency loan service in those states where the loan sharks 
are now concentrated. 


Why Have Some Errorts to Pass SMaLtt Loan Laws Fatrep? 


Efforts to pass effective small loan laws in those states which do not have them 
have been made with varying degrees of intensity and success for many years. The 
failure of some of these efforts has been due generally to a combination of several 
circumstances. 

Some states have the maximum rate of interest set by constitutional provision. 
This is a major stumbling block in the path of enactment of a Uniform Small Loan 
Law but it is not insurmountable. California had such a constitutional provision for 
many years and, in fact, still has it. In 1934 a constitutional amendment was passed 
which reduced the usury rate from 12 per cent to 10 per cent per annum but 
exempted from that limitation practically all established lending agencies including 
banks, savings and loan associations, industrial loan companies, credit unions, and 
personal property brokers. The authority to fix maximum rates for these “exempted 
lenders” was delegated to the state legislature. The legislature has subsequently 
fixed maximum rates for many, but not all, of these lenders. An interesting com- 
mentary on this situation is that while California does have a Small Loan Law, it is 
practically unused and consumer loan companies operate under the Personal Prop- 
erty Brokers Law. This is because “small loan companies” were not included among 
the “exempted lenders” in the constitutional amendment and consequently the rate 
section of the Small Loan Law provides for maximum interest of 10 per cent per 
annum plus certain other charges. These other charges must be for actual outlays 





loan limit from $150 to $1,000, and South Dakota passed a new law entitled “Installment Repayment 
Small Loan and Consumer Finance Act.” 

**SmaLL Loan Laws oF THE UNITED STATES, op. cit. supra note 10, estimate based on Table 5, at 
page 27. 

*® 1952 Survey oF ConsuMER Finances, Pr, III, Supp. TasLe 6, p. 21 (reprinted from Federal 
Reserve Bulletin, September, 1952). 
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in connection with the loan but the total permissible charge on any loan is limited 
to the aggregate charge permissible under the Personal Property Brokers Law. This 
cumbersome rate section makes the California Small Loan Law almost entirely 
inoperative but effective regulation and consumer loan service is provided under 
the Personal Property Brokers Law. 

Following several years of thorough study and the drafting of its first Uniform 
Small Loan Law in 1916, the Russell Sage Foundation took an active part in recom- 
mending enactment of this legislation. The Foundation discontinued this par- 
ticular activity in the thirties after passage of the law in the majority of populous 
states. While social and welfare agencies, bar associations, and numerous other 
groups in practically all states have endorsed the Uniform Small Loan Law and 
recommended its passage, the burden of actively sponsoring this legislation in recent 
years has largely fallen upon the companies and individuals operating under this 
type of law in those states which have it. These companies have naturally 
concentrated their efforts in those states which are more heavily industrialized and 
where the potential for consumer loan service is greatest. The active sponsorship of 
this legislation by these companies, however, seldom fails to bring forth the loan 
shark inspired charge of “carpet baggers” who are interested only in taking “tre- 
mendous profits” out of the state. 

Differences of opinion on certain points may have lessened the united, active 
sponsorship of the law by lawful consumer loan companies in recent years. One 
such point is the type of rate statement and computation to be included in any new 
law. Some companies advocate retention of the all-inclusive charge computed at a 
per-cent-per-month rate on unpaid principal balances. Others advocate a dollar 
add-on or a discount-plus-fee basis. Both groups present valid arguments in support 
of their positions. Possibly the new Missouri law will serve as a prototype for new 
consumer loan laws. ‘That law permits the charge to be made either on the basis 
of so many dollars-per-hundred-per-year on the original principal amount of the 
loan or at the equivalent monthly rate computed on unpaid principal balances. 
The question of whether life and health and accident insurance should be permitted 
in connection with consumer loans under this law is also highly controversial. It 
appears reasonable to believe that if these differences of opinion can be resolved, 
the passage of effective laws in those states where the loan sharks now hold forth 
may be hastened. 

There have been occasions when a neutral or even openly hostile attitude on 
the part of other lending agencies has hindered passage of the small loan law. If 
such an attitude stems from “competitive thinking,” it is shortsighted at best. Dis- 
regarding for the moment the social aspects of the loan shark evil, there is a definite 
economic need for the service provided by consumer loan companies. Furthermore, 
experience has proved this service supplements rather than detracts from the service 
offered by other legitimate lending agencies in the consumer loan field. 

The primary reason for failure to pass a small loan law in those states which do 











AEE LGRLD VE ALLS AGE PEON IN NE EE PA A Ie ROLANDO art ATR Vite RO te ARAN PRC Pn MR RO Oi AE Or hte ty EE VN ee TE 





ConsuUMER LENDING AGENCIES AND THE LOAN SHARK III 


not have one is the intense opposition by loan sharks. These operators naturally do 
not want to see the end of their highly profitable business and will resort to any 
means to achieve their goal. One of the favorite tricks of loan sharks is to get some 
well-meaning but misinformed person, preferably a legislator, to denounce the “ex- 
orbitant” rates authorized under the proposed law, not realizing that those rates are 
very low in comparison with the charges collected by the loan sharks. Another 
trick is to offer a legislator a bribe for his vote in favor of the bill. If the legislator 
does not recognize this stratagem, he naturally denounces the sponsors of the bill 
for attempting unlawfully to influence legislation. There are many ways of defeating 
legislation and the loan sharks are thoroughly familiar with them all—both lawful 
and unlawful. 

With the loan sharks’ area of operations being gradually diminished, we can 
expect their efforts to block further enactment of consumer loan laws to be intensi- 
fied. In most of the “loan shark” states there are a few lenders who sincerely desire 
the passage of an effective law but they have been unable to instill this desire in 
enough of the other lenders in the state. The elimination of the loan sharks in the 
twelve states where they now operate will require the persistent, united efforts of all 
groups and individuals who believe in fair treatment for the necessitous borrower. 


Why Is EvIMINATION OF THE LOAN SHARK EVIL THE RESPONSIBILITY OF 
Att ConsuMER LENDING AGENCIES? 


Much has been said and written about the rights of American citizens, particularly 
the right of an individual to do as he chooses so long as he does not transgress on 
the rights of others. There are many individuals who firmly believe in the prin- 
ciples of absolute freedom of contract and of caveat emptor. The large majority of 
our citizens, however, recognize the obligation of society to circumscribe the activi- 
ties of those who through trickery, deceit, and position, would take advantage of the 
general public or any particular segment of it. 

Arguments with some seeming degree of validity have been made against any 
regulation of the small loan business. It has been contended that the small loan 
business is based upon a natural demand and is not a creature of government, there- 
fore, it should be left to itself—that borrowers of small sums and the lenders who 
supply their needs are deprived by regulation of their freedom to make such con- 
tracts as can be mutually agreed upon. Such arguments appear to be based upon 
the questionable theory that since our nation was founded upon and has prospered 
under the principle of “free enterprise,” any form of regulation is opposed to freedom 
of business enterprise and therefore violates that principle. When courts considered 
the constitutionality of various small loan laws some years ago, they found that the 
wide difference in the bargaining positions of the lender and the borrower prevented 
real freedom of contract and that there was real danger of unconscionable oppressive 
tactics by the unregulated lender, and they therefore held the police power of the 
state made constitutional the regulation of lenders for the protection of necessitous 
borrowers.’® 


1 Bogert, The Future of Small Loan Legislation, 12 U. or Cit. L. Rev. 1, 15 (1944). 
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The record of illegal loan shark practice in the United States is a dreary account of 
many subterfuges by which the shark places the necessitous householder in his debt 
and takes from him a return that is extortionate, frequently many times the amount of 
the loan. As the victim must borrow and has no bargaining power—nothing to trade 
with—he finds himself completely at the mercy of the lender.'7 

It must become obvious to the public, as it is already well known to the social worker, 
that the borrower of small sums is well nigh helpless as a bargainer. His need is urgent. 
It cannot wait. He has no way of meeting it out of his own resources. He must have 
credit or he must seek charity. Except for the crisis in which he finds himself, he can 
get along. The obvious answer to his problem is credit. But he has no material assets 
with which to guarantee his repayment of a loan. He is helpless in the hands of the 
unscrupulous, unless society will stand at his shoulder and see justice done.'® 


The most effective work in aiding loan shark victims has been done by welfare 
agencies and legal aid societies. Intercession by representatives of these groups will 
occasionally cause the loan shark to make a reasonable settlement rather than face 
legal action. Even though successful, this action usually provides only temporary 
relief and the need for a more permanent remedy is readily apparent. Their ex- 
perience in attempting to help unfortunate borrowers has caused welfare and legal 
aid societies to be among the strongest supporters of adequate small loan legisla- 
tion.?° 

The social aspect of protecting the necessitous borrower and relieving him from 
the oppression of loan sharks is the primary motivating influence in the movement 
to eliminate the loan shark evil. There are, however, definite economic reasons why 
this movement should be carried on to a successful conclusion. 


The Report of the Receiver in a Kansas City, Kansas case shows that, of the rates charged 
by one illegal lender on more than 2,000 loans in Topeka, the lowest was 192 per cent 
a year and the highest was 418 per cent. High as these rates are, they take no account 
of additional charges imposed in connection with forced renewals. The rates are typical 
of those exacted by illegal lenders in all parts of the State... . Kansas borrowers pay 
loan sharks an estimated minimum of $7,200,000 a year. This is interest at the rate of 
240 per cent on borrowings of $3,000,000. If Kansas lenders charged the highest rate 
permitted in any regulated state, the charges would be only $1,260,000, leaving Kansas 
citizens a balance of $5,940,000 for use in legitimate business. . . .2° 


The elimination of the excessive charges exacted by loan sharks in Kansas would, 
therefore, not only vastly improve the lot of individual borrowers but would permit 
an estimated $6,000,000 a year to go into legitimate trade channels instead of the 
loan sharks’ pockets. This same situation, with varying amounts depending largely 
on population, exists in the other “loan shark” states. For this reason, every business 
and professional man has a justifiably selfish motive in helping to rid his own 
state of loan sharks. 


*7 Ropert W. KELso, SoctaL BACKGROUND OF THE SMALL LOAN BUSINESS IN THE UNITED STATES 23 
(1948). 

8 Td. at 21-22. 

*® Mors, op. cit. supra note 3, at 25. 

99 Id. at 12. 
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There is another economic reason which many may have overlooked. Consumer 
credit is a major factor in our business economy and our high standard of living 
which is the envy of the world. The consumer loan business conducted by lenders 
specializing in that field is an integral part of consumer credit. There are un- 
questionably thousands of families in the “loan shark” states who cannot qualify 
for loans from existing legitimate lenders but whose need for loans is not quite 
desperate enough to force them to go to loan sharks. These families, together with 
countless others who have occasional need for installment loans, could and would 
make intelligent use of the service available from legal consumer loan companies. 
Surveys have shown that the major part of loans made by these companies is used 
to refinance existing debts. This service therefore benefits not only the individuals 
who use it but creditors generally. 

The lack of active support by other consumer lenders, particularly banks and 
credit unions, in the enactment of small loan laws doubtless stems to a considerable 
degree from a competitive attitude. However natural this thinking may be, it is, 
to a great extent, fallacious. There is a certain degree of “overlap,” to be sure, in 
the services offered by all consumer lending agencies. There can be no doubt, how- 
ever, that it would be impossible for any one type of agency adequately to serve 
the entire consumer loan field. 

In its battle against loan sharks, the Russell Sage Foundation sponsored and 
supported both small loan laws and credit union laws. It was apparent that, be- 
cause of their co-operative nature and certain other advantages, credit unions could 
provide consumer loan service at a cost lower than that necessarily charged by 
commercial companies. It was recognized, however, that because of their limitations, 
credit unions could meet only a portion of the demands for small loans—that legiti- 
mate commercial capital must also serve this field if the loan sharks were to be 
eliminated. 

The degree of competition between consumer loan companies and the personal 
loan departments of commercial banks has been the subject of many discussions. 
Robert W. Kelso, Professor of Social Science, University of Michigan, touched on 
this question in his testimony before The Committee for Enactment of Fair Lend- 
ing Legislation in Missouri at a hearing in St. Louis on September 22, 1948. Pro- 
fessor Kelso stated he had estimated the overlapping between these two groups 
would be from 5 to not over 10 per cent. He further stated that the accuracy of 
this estimate was borne out by a Kalamazoo, Michigan banker who made a survey 
of the accounts of certain loan companies in his own city and concluded the overlap 
was not over 8 per cent. Clyde William Phelps, Head of the Department of Eco- 
nomics, University of Southern California, made an interesting observation on this 
question in an article in the January, 1947, issue of the Banking Law Journal. He 
stated, 


My interviews with executives in charge of personal loan departments of commercial 
banks revealed that a considerable number of applicants have to be turned down because 
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the loan desired is too small or represents too great a risk and that frequently the would-be 
borrowers are directed by the bank to one of the small loan companies. In short, the 
tendency of the most progressive executives of bank personal loan departments is to regard 
the small loan companies generally as supplementing bank consumer installment lending 
service more than competing with it. 


There can be no question but that the complete eradication of loan sharks is 
a goal greatly to be desired. Their oppression of necessitous borrowers is a blot 
upon our boasted freedom of opportunity for all citizens. With no national organi- 
zation leading the fight against the scourge of loan sharks, the responsibility for 
taking such action rests squarely upon the shoulders of the social and welfare 
agencies, civic groups, bar associations, and business leaders in those states where 
the loan sharks still flourish. Legitimate consumer lending agencies now operating 
in those states can and do wield great influence on public opinion. Their active 
support of adequate, effective consumer loan legislation could mean the difference 
between its enactment and defeat. The elimination of the loan shark evil can be 
accomplished only by the wholehearted co-operation of all groups who can aid in 


achieving this goal. 
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BANKING’S OPPORTUNITY TO SERVICE THE 
SMALL LOAN NEEDS OF THE PUBLIC 


Cart K. DeLLMuTH* 


Earty History 

Any comment on present day opportunities for American banks in the small loan 
field might well be preceded by a sketchy review of pertinent historical events which 
have led us to this mid-way point in the twentieth century. 

Bank credit, in the modern sense, came into being in the twelfth century with 
the founding of the Bank of Venice, commonly referred to as the first public bank. 
Until the fifteenth century this bank and others in Italy catered almost exclusively 
to the wealthy class. To correct this condition the Franciscans helped create non- 
profit organizations to lend money to individuals of modest means. Since little, 
if any, interest was charged, those organizations were operated on a charitable basis 
and as such many failed. However, these early experiences invited—and later 
established—the belief that a lender should receive compensation for service rendered 
and risk involved and a suitable charge was thereafter deemed legal and proper. 

Until the seventeenth century in Italy, the financing needs of the populace were 
only helped through the influence of the church, whereas in England laws designed 
to give relief from exorbitant rates were enforced by the reigning sovereigns. Thus 
the Bank of England, established in 1694, subsequently became the bank for England 
and its colonies, and today is one of the leading financial institutions of the world. 

When the English colonists settled in America they brought many of the 
economic ideas of their native country and as early as the beginning of the nine- 
teenth century it is recorded that several New York houses adopted the instalment 
system for furniture sales. The most rapid advances in this type of financing, 
however, have taken place in the last quarter century. 


EXPANSION 


The advent of the automobile is a milestone worthy of note. At first, sold on 
a cash basis and with production and distribution moderate, it was strictly a luxury 
item. Manufacturers realizing the enormous potential if their product could be in- 


* Graduate of Swarthmore College (Pa.) with a degree in economics. After seven years in business 
Mr. Del!muth returned to Swarthmore and served in an adminisirative capacity and as a member of 
the faculty from 1938 to 1949. In 1949 he became the first full-time Secretary of the Pennsylvania 
Bankers Association, the largest state bankers association in America. During his incumbency the PBA 
greatly expanded its activities in the broad fields of education, legislation, and public relations. Likewise, 
he is a member of the Research Council of The American Bankers Association, and a member of the 
Board of Trustees of the Pennsylvania Bankers Association’s Educational Foundation, and the author 
of “Think It Over,” an illustrated booklet which outlines the forces bearing down on the independent 
character of our banking system. On July 1, 1953, Mr. Dellmuth became Vice President of the Fidelity- 
Philadelphia Trust Company. 
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troduced and sold to the masses appealed first to the bankers—and then to private 
sources—for help with their needs. It was private financing of automobile pur- 
chases which prevailed for a period of years and so continued until after the end of 
World War I, when in 1919, the General Motors Acceptance Corporation was organ- 
ized primarily as a financing outlet for that company’s products. GMAC was highly 
successful and resulted in many other corporations forming their own finance outlets 
in various parts of the country. 

In this period of expansion the finance companies borrowed considerable sums 
from the banks in addition to providing their permanent capital, so that even in 
those days the banks were indirectly the source of a large fraction of the credit 
extended to automobile purchasers. 

In 1926 the Economic Policy Commission of The American Bankers Association 
engaged Milan V. Aynes, an economist, to make a study of instalment selling and its 
financing. A report on this study, which extended over a period of four months, 
was made to the Executive Council of The American Bankers Association on May 
4, 1926. At the time, the ABA felt that direct instalment financing was a function 
beyond their scope. They pointed to the fact that many of the old line bankers were 
completely opposed to the idea of mass financing of commodities and felt it should 
remain in the hands of finance companies who were specializing in that type of 
business. As a result the finance companies in their dual role of financing both 
manufacturers and distributors reaped the whirlwind alone. In 1926 a few banks 
with the pioneer spirit had entered the field on an indirect basis, but still little heart 
was being shown for further development of the direct process. 

Between 1922 and 1929 the banks had no problem lending money to commercial 
borrowers. However after 1929, a sharp decline in commercial borrowing presented 
the alternatives of establishing new outlets for putting deposits to work, or of in- 
vesting them in low yield government bonds. In other words, deposits had to be 
leased in order to produce earnings, or risk the maintenance of large uninvested 
deposits which in turn would invite sharp criticism from shareholders because of 
reduced dividend returns. 

With the exception of the Morris Plan institutions and other industrial banks, 
the personal loan or consumer credit field remained comparatively dormant in com- 
mercial banking circles until the late twenties. 


GENESIS OF COMMERCIAL BANK INSTALMENT LENDING 


In 1928, the following significant editorial appeared in a newspaper in Fairmount, 
West Virginia: 


It is among the possibilities that the most important item in last night’s paper set forth 
the simple fact that The National City Bank, one of the great financial institutions of the 
world, has decided to make loans to people on salary. The Bank may be relied upon 
to apply an abundance of scientific spirit to the problem and the likely outcome is new 
principles and new methods which when followed by other banks will open up as well 
as provide funds cheaply for people in need. 
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The Fairmount editor was indeed something of a prophet. But let Mr. J. 
Andrew Painter, Vice President of The National City Bank, describe the happen- 
ings as he outlined them in an address on October 16, 1952. 


The Personal Credit Department debut on May 4, 1928 was an exciting occasion. The 
staff of only four people in the basement at the corner of 42nd Street and Madison Avenue 
was literally besieged by loan applicants. Newspapers reported the opening extensively. 
The Daily News, for instance, said in part: 

“The managers of deparment stores’ bargain basements might have flushed green with 
envy yesterday had they been on hand to see the crowd that surged in. For The National 
City Bank has now established a personal loan department where Mr. Everyman may 
borrow and be sure he will not be gypped by loan sharks. The minute the doors were 
opened the crowd surged in. Apparently everyone went away happy in the prospect of 
paying debts or buying some needed things.” 

A flood of publicity followed that first day. Prominent public figures commented on the 
innovation of a big bank inviting the financial humble to come in and borrow. Editorials 
and cartoons (one by the famous Rollin Kirby) praised the blow dealt loan sharks, and 
the department went on to make bank loan history in the tremendous volume of business 


it did. 

Let me recite a few additional facts which Mr. Painter did not include in his 
remarks. The National City Bank from that humble start on May 4, 1928, until 
November of 1949, extended credit to 4,400,000 customers for a total of $1,425,000,000. 
At the end of 1952 their balance of instalment loans outstanding amounted to ap- 
proximately $240,000,000 spread over 600,000 customers. The four pioneers in that 
business have grown to a staff of 1200 people, occupying seven floors of their 
Madison Avenue building. You ask about loss ratio, the dreadful spectre which 
haunted the old line banker. Suppose we return to Mr. Painter again, this time to 
quote some lines from an address delivered to the Michigan Bankers Association in 
November, 1949: 


Our loss records go back to 1928, the year we started. 1929 our first calendar year being 
a boom year produced a sizable volume and outstanding today are 46/1ooths of 1°%. 
Nevertheless in 1933 and 1934 both depression years we made loans approximating the 
1929 dollar volume and in number considerably larger. Outstanding of those years 
today are about 1/20th of 1°% and 1/25th of 1°% respectively. While our own credit 
policies, adjusted to 1933-34 conditions, were partly responsible, this record also can be 
attributed to the innate good sense of the borrowers themselves. At no time did we 
“clamp down.” We maintained the even tenor of our policy always to respond to repay- 


able calls for “help needed.” 


This interesting performance can be applied in principle to many other banks 
throughout the country, demonstrating not only the willingness, but the ability over 
a period of many years of the average borrower to maintain a creditable reputation 
for repayment. Since 1928 banks by the thousands wisely have decided not to 
restrict themselves to wholesale credit to finance companies and loan companies, 
but to lend directly through the now popular medium of personal loans. 
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Thus the opportunity which had existed for so long has been belatedly realized 
and American banking is now adequately servicing this basic credit need for the 
public. Furthermore, the aloofness usually associated with banks has gradually 
disappeared with the entry of more banks into the field of instalment financing. 
Most banks are in effect now saying, “we are merchandisers of money just as your 
department store is a merchandiser of goods; why not give us the chance to serve 


you?” 
A ForMuLA 


What then should the average bank do to make the most of its opportunities 
in the field of instalment lending? W. Harold Brenton, President of The American 
Bankers Association and President of the State Bank of Des Moines, Iowa, addressing 
the National Instalment Credit Conference in Chicago, March, 1952, answers in 
part as follows: 


In order to take advantage of the opportunity given to bankers, I want to enumerate 

several of the things they should consider. 

1. Personnel Training. Every good instalment credit staff I have even seen has been well 
trained in lending and operational functions, but many of them fall way short in their 
understanding of human relations. Many need careful training in the human aspects 
of dealing with people. 

2. Friendliness. The thing that counts most is the warmth of friendliness. The nature 
of the banking business has a tendency to develop austerity. This is something every 
bank officer should understand and constantly strive to remedy. The general atmos- 
phere of a banking institution can be set by the selection and training of employees. 
Friendliness is important all over a bank, but at no place is it more necessary than 
in the instalment loan department. It is there that most customers get one of their 
first glimpses of their bank, one of their first feelings for their bank, and one of their 
first acquaintances with their banker. There a man-from-the-street learns that bankers 
are human, kindly, friendly, and interested in them. 

. Separate Quarters. Most banks start instalment lending through regular lending 
officers or in a small department in a corner of the bank’s lobby space. Those small 
beginnings have been good as a first step in learning the business and in training 
personnel. The next step is usually consideration of whether to remain in small 
quarters or to expand. Expansion requires a larger staff with more expense. The real 
question in considering expansion in the instalment credit field is whether or not the 
bank wants to put forth the effort and expense to attract more people to the bank. 
Once there is the desire to develop more friends, the ways and means of accomplishing 
it can be worked out. It is always a surprise to me how rapidly instalment Joan 
departments grow when placed in separate quarters. People are attracted to any new 
development; and when that new development affects them personally, it has immediate 
appeal. Separate quarters provide them with specialized, personal attention. 

. Hours. Here is another feature which attracts business—the instalment loan depart- 
ment usually keeps open longer hours than the regular banking hours. This matter 
of business hours has much drawing power. Many people have working hours that 
conflict with the usual banking hours. Small loan companies have long understood 
this and so have been able to attract many customers at higher rates by remaining open 
at hours convenient to the public. 

. Overcoming the Public's Timidity toward Banks. 1 always wonder why so many 
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people are timid about entering a bank. Surveys reveal that many people just do not 
feel at home and comfortable in a bank. It may be for the reason that a man hesitates 
to enter the women’s department in a large store. Department stores understand this 
timidity and are remedying the situation by establishing women’s wear departments 
for men only, complete with models. The banks have a great opportunity to overcome 
this hesitancy by offering a more personalized, friendly service in their separate con- 
sumer credit departments. 

6. Increases General Banking Business. A growing instalment loan department can 
furnish a natural entry for a large volume of general banking business. Here is a 
fact and an end result not to be overlooked. At the same time that a separate instal- 
ment loan department is attracting men and women, the general banking personnel 
must be alert to building an acquaintance among the same people. 

7. Helping People with Their Problems. Most people have financial problems which 

are often terrifying to them. Those problems may not seem large to the banker, but 
they are huge to the man who has them. Most of those people have no other reliable 
place where they can go for advice. The general staff of a bank can fill an unusually 
important place in a community by offering this personal service. 
What would you think of a bank announcing to the public that its officers on a certain 
half-day a week would donate their time to helping people with their personal financial 
problems—with no thought of remuneration—customers and non-customers alike? It 
would be an interesting study in human relations. It could be a fine investment in 
building still greater confidence in banking. 


BankKING’s ParticipATION TO DaTE 
A review of the foregoing begs the question of what American banking has con- 
tributed to date in the field of instalment financing. Perhaps the answer can best 
be arrived at by using the following figures listed by the Federal Reserve authorities 
(March 31, 1953) as a background: 


Type oF CREDIT 


Automobile Paper.......... ..........$ 8,783,000,000 
Other Consumer Goods Paper............ 5,162,000,000 
Modernization Loans.................... 1,384,000,000 
Personal Loans ee a 3,956,000,000 

$19,285,000,000 


Significant is the fact that $8,086,000,000 or 42 per cent of this 19, billion dollar 
total of instalment credit outstanding was held by the commercial banks. Re- 
membering that direct bank participation in this type of lending has been building up 
for only the past twenty-five years, one might be excused for concluding that the 
country’s banking industry has already established itself as a major factor in the 
field of instalment credit. 

Tue Furure 

Banking’s future opportunities in the small loans field seem increasingly alluring. 
With 7000 banks now maintaining separate instalment loans departments and an 
estimated total of 12,000 banks doing some degree of instalment financing, one 
might suppose that banks will be looked to more than ever to service the small loan 


needs of the public. 
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WHAT LIES AHEAD IN THE FIELD 
OF SMALL LOANS 


RecInaLtp HEsBer SMITH* 


The amazing growth of consumer credit is one of the outstanding economic 
facts of our times just as the Uniform Small Loan Law, prepared by the Russell 
Sage Foundation, has proved to be one of the most successful pieces of remedial 
legislation enacted in our generation. ' 

This effort to take a look, even a partial look, into the future is necessarily based 
upon a thoughtful consideration of the past. But, as H. G. Wells once observed, if 
a student knew ail the past facts he could, in some fields, foretell the future with 
fair accuracy. 

I do not know all the facts. I believe nobody does because the subject is too vast 
and complex. Consumer credit, and particularly the small loans field, deals with 
people and no one mind can grasp all their motivations—their plans, ambitions, 
hopes, and fears. 

My own knowledge is strictly limited; but it does extend over nearly forty years. 
Those of us who can go back that far have this advantage. We have seen what 
consumer credit was when banks frowned on such loans, when there were no li- 
censed small loan companies, when the whole field was the exclusive domain of the 
loan shark with his usurious rates of interest and his harsh collection methods that 
forced his victims into a form of peonage. 

In 1914 when I became counsel for the Boston Legal Aid Society the most 
common type of case was the small loan based on a wage assignment. The typical 
loan was $10.00; the maximum was $50.00; the security was an assignment of all 
the borrower’s future wages; the one thing the lender did not want the borrower 
to do was to repay the principal of the loan; the “charge” for the loan (politely called 
an accommodation) was 20 per cent per month. We entered these cases on the Legal 
Aid records as loan shark cases. 

In 1916, the Boston Legal Aid Society backed by all the social welfare agencies in 
Boston and with the skillful help of Arthur Ham of the Russell Sage Foundation 
secured legislation that gave Massachusetts one of the earliest well-conceived set of 
statutes enacted in any state, many of whose provisions were later incorporated in 
the first draft of the Sage Foundation’s Uniform Small Loan Law. 

In 1919 I resigned from the Legal Aid Society and entered private practice. After 
that, and for nearly a score of years, one of my clients was the Massachusetts Associa- 
tion of Small Loan Companies composed of most of the licensed lenders in the 
state. I have always believed their coming to me was an act of sheer desperation. 


* Member of the Massachusetts bar. 
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At that time just as no bank would make small loans, so no lawyers knew or cared 
anything about the small loan problem. The licensed lenders needed help in many 
ways, particularly in dealing with the legislature. To state their case required an 
intimate knowledge of the facts about the business. Then the lawyer found that 
he had the type of case that challenges his best efforts: to defend a party considered 
guilty by the entire community, but who, on the basis of the lawyer’s own investiga- 
tion, was clearly innocent. 

For younger people it will be virtually impossible to realize that in those days a 
moral stigma attached to any small loan and to doth parties to it. As for the lender, 
the public did not know the difference between licensed lender and loan shark; 
partly because the licensed lenders themselves took a defensive attitude, but chiefly 
because their rate of charge was, and always must be, substantially higher than the 
conventional bank rate for a commercial loan which, as we all learned in the sixth 
grade, was 6 per cent per annum. As for the borrower, public opinion generally 
condemned any borrowing by him as immoral. Even the economists abetted this 
impression: when a businessman borrowed that was “a constructive loan”; but when 
the little man made his little loan the transaction was given the rather terrifying title 
of “a consumptive loan.” 

Let us now take a long jump forward and arrive at the middle of the twentieth 
century. The United States Department of Commerce gave us in its “Survey of 
Current Business” of February 1953 (Table S-16) its carefully checked figures for 
1950. 

Also let us confine the issue from consumer credit in general to cash loans: that 
means leaving out charge accounts at stores, installment purchases of automobiles, 
etc., which the law regards as time-sales and not loans. 

Total volume of loans outstanding at the end of 1950 was $5,964,000,000. 

And who made these loans aggregating nearly six billion dollars? Here are the 
lenders ranked according to volume of their loans: 


Commercial Banks $2,510,000,000 Industrial Banks $301,000,000 
Small-loan Companies 1,268,000,000 Industrial-loan Companies —_ 229,000,000 
Insured repair loans 938,000,000 Miscellaneous 176,000,000 
Credit Unions 542,000,000 


You will notice that whereas, at the beginning, the banks frowned on small loans, 
they now make about 4o per cent of all cash loans in the consumer credit field. 
That is a revolution in itself. It is a revolution in economic thinking. 

On May 4, 1953, The National City Bank of New York used large advertise- 
ments to point with pride to the twenty-fifth anniversary of its personal loan de- 
partment as “the first Personal Credit Department established by any large com- 
mercial bank in the United States. Since then, more than six million people have 
borrowed 21 billion dollars. These loans are for a wide variety of useful purposes, 
such as: medical, dental, hospital, household, educational expenses. . . .” 

That illustration will enable you to understand the significance of these words in 
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the long-established Boston financial weekly, “United States Investor.” In its issue 
for November 29, 1952 (Vol. LXIII, No. 48) the leading article was titled “Success- 
ful Consumer Credit!” Here are the relevant words: 


Here is what is described as the major development in American bank operations 
in the next decade, and here is a new bank service for more and more people. 

Of course we all remember something about consumer credit—even if only the “folly 
of installment buying” school of thought. Because consumer credit, you know, is by and 
large responsible for the success of mass production in the United States and has held out 
a helping hand to millions of people in their struggle to improve their standard of living, 
consumer credit has played its part in giving Americans the highest standard of living 
in the world. 


Before moving on to a scrutiny of the figures for small loan companies let us 
make a digression (which will turn out not to be a detour after all) to ask how 
the transaction of lending-borrowing deemed almost immoral not so many years ago 
is now considered a potent factor in our standard of living. 

If you or I want something that costs $300 and we do not have $300 we could 
(a) borrow $300 to be repaid over a year and at once buy the desired object or (b) 
save $25 a month for a year and then buy the object for cash, thereby saving our- 
selves all interest and carrying charges. If the American people had followed the 
latter course, would we be where we are now (with a lag of one year) or would 
the pump never have been primed? This sounds like the ancient riddle of whether 
the hen or the egg came first. I lack the wisdom to give a definitive answer; but 
the pragmatic conclusion is clear enough. 

For psychological reasons the American people want the incentive to save which 
they get by first obtaining possession of their object—be it a home, household fur- 
nishings, an automobile, or just to be clear of a lot of bills. 

In my opinion, this psychological law will continue far into the future. 

The clearest proof I can submit is as follows: A person with a savings bank 
account of $1,000 wishing to purchase something costing $300 will borrow $300 from 
the savings bank, using the bank book as collateral; but will not withdraw $300. 
I have come to the conclusion that is psychologically sound. 

If any of my readers in higher income brackets are disinclined to agree, let me 
ask them to ponder this question. Should you need $3,000 to add on to your home 
or to meet a pressing obligation, do you honestly prefer to borrow from a lending 
institution or to borrow on your life insurance? Do you not have a deep-rooted 
feeling that to borrow on your life insurance is the first step towards losing it? 
Your feeling is not wide of the mark. Life insurance statistics show that loans all 
too commonly result in forfeiture of the policies. 

We have seen earlier that the volume of cash loans made by licensed small loan 
companies and outstanding on December 31, 1950, totalled in the aggregate 
$1,268,000,000. The essential fact is this: The small loan business at the end of 1950 
was at least a thousand times greater than any of the pioneers in the field ever 
dreamed of. 
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In my opinion, what the small loan companies have won they will hold and 
continue to expand. This will be true in spite of apparent competition by banks. 
The competition is more apparent than real. 

Competition as to rates of charge the small loan companies have faced for years. 
First it was the credit unions. Next the Morris Plan Companies now denominated 
Industrial Banks. Government has made loans of many types. All these have 
carried rates of charge lower than what the small loan licensed lenders must charge. 
The reason they have survived and grown is that they—by and large—deal with a 
different group of borrowers and render a different type of loan service. 

The licensed small loan companies make the small loans. For that reason 
they deal with far more American families. Their customer is the average citizen 
on Main Street. They understand him and they have won his confidence. 

The great test came in the depression that began in 1929 and continued through 
1932. While big banks found many big loans uncollectible, the small loan companies 
found that the small loans owed by the average American family were being 
steadily repaid. Defaults were due, not to unwillingness to repay, but to unemploy- 
ment. Even so, the reserve for losses set aside by well-run companies did not exceed 
10 per cent of outstanding loans and that reserve proved to be more than ample. 

On sober reflection, the reason is plain. There is no mystery. We are now 
speaking of borrowers who come from the income groups that constitute a majority 
of our people. We trust them to elect the President of the United States, the mem- 
bers of Congress, our Governors, members of our State Legislatures. Why not trust 
their judgment, family by family, when they decide that it is prudent for them to 
borrow $100 or $200 or $300. 

The record of the American people for integrity in honoring their debts was 
superlative. 

In my opinion, this record will continue and on this score I have no doubts 
whatsoever. 

The banking epigram attributed to J. P. Morgan is that “The only worth-while 
security for a loan is character.” In lenders’ terminology that means “the desire 
to repay.” 

After the demonstration of character by the American borrowers of small loans 
the lenders reacted and began asking for no other security than character. 

Before I give you statistics let us go back once more to the beginning. The loan 
shark liked the wage assignment for security. It gave him a vice-like grip on his 
borrower. As if that were not enough, most employers made it worse because, 
believing that small loans were immoral, they threatened to discharge any employee 
who had a loan. Hence the lender merely had to threaten to enforce the assignment 
—which meant notice to the boss—and the borrower would do anything in his 
power to prevent being fired. 

When the licensed lenders entered the field they relied on chattel mortgages on 
the household furniture. At the time this was as good a security as could have been 
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devised. It worked well both ways. The lender never wanted to foreclose and re- 
possess the furniture because second hand furniture is almost worthless. Yet, from 
the borrower’s point of view, it had a high going value not only because one becomes 
attached to one’s own things but also because it would be quite expensive to replace. 

Today a majority of small loans are made on character and without any security. 

For statistical evidence I submit the figures for Massachusetts because the Bank 
Commissioner's figures go back in detail to 1937 and because I have worked enough 
with these figures to believe there are no substantial “catches” or inaccuracies in 
them. These figures come from Official Document No. 95 and are based on the 
license year which, in Massachusetts, ends on September 30. 











Tora. Loans Mave $300 or Less Unsecurep Loans 
License Year 
Number Amount Number % of Total 
|| Ree eae 236 ,066 $35,000, 503 41,186 17.61 
Nit ct sc 205; 228 297743. 192 37,839 18.43 
ic oa 262,911 37,599,085 63,917 24.31 
| faaeanien 282,723 40,750,287 83,832 29.65 
eh dvts Sats 312,442 46,892,693 114,680 36.70 
Serena 271,985 41,668 ,089 124,891 45.92 
a, ory 2287103 33,796,398 114,509 50.20 
PE tics 5 a brates 233,817 35,359,623 123,145 52.67 
rene 231,748 36,544,117 130,593 56.35 
OO ss, dc 259,843 42706, 182 146,844 56.51 
See 265,155 46,014,185 147,330 55.56 
(| ae 267,196 49,229, 525 141,079 52.80 
Repeaters 250,443 47, 506,393 1287388 51.26 
RAS 243,598 47° 154,980 122/161 50.15 
Ps 8 uch 234; 266 45,342,471 125,246 53.46 
ly eee 229,259 45,077 ,696 126,135 55.02 

















So far so good. Now, however, we come to a problem which gives me real 
concern but which, so far as I can learn, has received almost no attention in the 
literature on this subject. 

In this article, the term “small loan” has been used to mean a loan of $300 or 
less. That is the limit used in almost all of the small loan laws. The banks have 
always preferred loans over $300. The licensed lenders, until recently, confined their 
loans to $300 or less. 

My concern is about the “little loan” and by that I mean a loan of $50 or less. 

Bear in mind that $50 was the maximum loan-shark loan. The loan shark 
domain is loans of $10 to $50. If the licensed small loan companies abandon that 
territory the loan shark will return. The law that nature abhors a vacuum operates 
without fail in this territory. 

Because in the great majority of our American states the licensed small loan 
companies have operated effectively and decently for so long, there is a disposition on 
the part of the general public to think that the loan shark is as dead as the dodo 
and is now utilized only as a ghost to freighten legislative and other bodies. 

The truth is otherwise. Look, for example, at the October 5, 1953, issue of 
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Newsweek which on page 21 under the heading “Shark Hunt” reports on prosecu- 
tions in Georgia resulting in 15 convictions. In two of the cases the facts were: 
“A man borrowed $10 from a loan company in Atlanta. Every two weeks for nine 
years he paid back $1. Then he died. The company tried to force his widow to 
repay the original $10.” In the second case “A laborer reported that 46 months ago 
he borrowed $25. After paying $3.75 each month since December 1949 and a total 
of $168.75 the laborer, who was supporting a sick wife and two grandchildren, still 
owed the full $25.” 

The Massachusetts figures show a decided trend away from the “little loans.” 
Here are the figures, year by year, from Public Document No. 95. 












































Torat Loans Mave 
$300 or {Less Loans Mane $25 or Less Loans Mape $25.01 to $50 

License ae Poa _—— 
Year | | % of | | % of | % of | | % of 
Number | Amount | Number | Total) Amount | Total) Number | Total | Amount | Total 

9987... 236,066 |$35,000,503 | 4,402 |1.86 | 94,886 | 27 | 32,593 13.80 |1,500,642 | 4.29 
1938... 205,228 | 29,743,192 | 5,482 |2.67 127,514 | .43 | 28,453 |13.86 |1,308,114 | 4.40 
1939... 2627911 | 3775997085 | 107407 |3.96 |2477449 | 166 | 397299 [14.95 /1,810,915 | 4.81 
1940... .| 282;723 | 40,750,287 | 10,352 |3.66 (246,278 | .60 | 42,449 /15.01 |1,972,772 | 4.84 
1941... 312.442 | 46,892,693 | 11,782 |3.77 |284°813 | 161 | 442848 |14.35 |27101.522 | 4.48 
1942... 271,985 | 41,668,089 | 9,005 |3.31 |216,984 | .52 | 33,858 |12.45 |1,555,397 | 3.73 
1943... 228/103 | 3377963398 | 77198 [3.15 |172,929 | 51 | 267937 |11.81 (1238°212 | 3.66 
1944... 233,817 | 35,359°623 | 5°508 |2.36 133.847 | .38 | 24.686 |10.56 |1,148,867 | 3.25 
1945... 231/748 | 36,544/117 | 4,350 |1.87 (1052244 | 129 | 207916 | 9.02 | 977,751 | 2.67 
1946... 259°843 | 42,706,182 | 33330 |1.28 | 81,133 | .19 | 21,254 | 8.18 | 9997625 | 2.34 
1947... 2655155 | 46,014,185 | 1,818 | .68 | 43,420 | .09 | 13,875 | 5.23 | 658,195 | 1.43 
1948... 267,196 | 49,229)525 | 13315 | .49 | 293393 | 06 | 9,449 | 3.53) 441,864] .89 
1949... 250,443 | 47:506,393 | °744| .29| 17773 | .04| 62024 | 2.41 | 278,502] 58 
1950... 243,598 | 47,154,980 | $30 | .22 | 15}739 | (03 | 4)733 | 1.94) 215}298 | .46 
1951... 234266 | 4523422471 $45 | .23 | 12/974 | .03 | °159 | 2:20! 2367178 | 152 
1952... 229,259 | 45,077,696 | 446 | .19 | 10,623 | .02 | 5,306 | 2.31 | 246,510 | .55 














Two factors have accelerated this trend away from the “little loans.” It is un- 
questionably true that inflation has converted many a $50 loan into a $100 loan 
simply because the object the borrower wanted to acquire had increased in price. 

The second factor is the disquieting one. There is a steady legislative pressure 
to reduce rates of charge on loans under $300. The rates of charge have always 
been stated awkwardly and so are peculiarly vulnerable. If rates are reduced un- 
wisely, the lender must increase the average size of his loan if he is to survive. 

In the rate structure—even in that advocated by the Russell Sage Foundation— 
there has always been an uneasy compromise resulting in a disequilibrium. 

When you mix sociology with economics to produce a statistic to be embodied in 
a law you may expect trouble. 

Stated as simply as possible, the root difficulty in this. The “little loans” are the 
necessitous loans, They are the loans that justify the state in using its police power 
to prevent the lender from overreaching and thus they constitute the ground on 
which all courts have held the Uniform Small Loan Law constitutional. 
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But it costs just as much to make, service, and collect a loan of $25 as one of 
$250. Except for pure interest, the costs are identical. Yet on any flat rate of 
charge the income to the lender on the $250 loan is ten times that on the $25 loan. 

What the Sage Foundation decided to recommend and what—within limits— 
may well be the best practicable solution was to let the larger loans carry the “little 
loans.” The uneasiness of this equilibrium is self-evident after a moment's re- 
flection. It assumes that there must be actual losses on the “little loans” but that 
those losses should be compensated by a little extra on the larger loans. 

To make this plan work, two things are essential. First, that the legislatures 
thoroughly understand the facts and realize that they must authorize rates that will 
make the “little loans” possible. Second, the licensed small loan companies must 
continue to make the “little loans” which means that if they are to continue to be 
successful in the small loans field they must continue to render a full loan service. 











THE FUTURE OF THE LOAN SHARK AND 
CONSUMER CREDIT AGENCIES 


Lron HENDERSON* 


The July, 1953, issue of the Federal Reserve Bulletin noted, with no explicit 
reference to its goodness or badness, that consumer installment credit had increased 
nearly five billion dollars, or 31 per cent, in the preceding year. The Bulletin also 
recorded that the ratio of consumer installment credit had climbed in the past year 
from 6.6 to 8.1 per cent of consumer disposable income, and reached the highest level 
in the country’s financial history. 

The Comptroller of the Currency, in his annual report on national banks, released 
in August of 1953, said that some national banks have liberalized personal loan 
policies “beyond the point of prudence.” 

Loan sharkery was not mentioned by either authority, and it is not suggested that 
they have any primary responsibility to protect necessitous borrowers. 

It is yet true that many of the transactions included in the Federal Reserve 
Board’s statistics would not survive a factual test for usury, nor do the statistics 
include the figures of the out-and-out loan shark business as it persists in many states 
today. 

Nevertheless the clear and present danger exists, and the problems should be 
delineated. 

Mass financing is a concomitant of mass production and mass distribution, and 
protection to borrowers has not kept pace with the ever-rising use of consumer credit. 


I 


LEGISLATION AFFECTING CONSUMER CREDIT—EFFECTIVENESS AND FAaILINcs 
A. The Uniform Small Loan Law 

Very early in this century the Russell Sage Foundation recognized the abuses 
suffered from loan sharks by wage and salary earners. It saw quickly that the gen- 
eral usury laws afforded no protection to such borrowers. In fact, the usury laws 
served to deny access to small borrows of credit on decent terms. The Foundation 
therefore drafted and urged state legislatures to adopt its Uniform Small Loan Law. 
This law spelled out necessary protections, under state supervision and penalties, 
which drove the old-time wage, chattel and salary-buying loan shark, with his 20 
per cent a month charges, out of business in the well-regulated states. 

The law provided for a system of licensed lending, at fair rates, to meet the 
emergent needs of consumers without other means of financing. Given strict in- 


* A.B. 1920, Swarthmore College. Director, Consumer Credit Research, Russell Sage Foundation, 
1925-1934; consulting economist, Research Institute of America. 
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terpretation, none of the lesser-rate and more business-like loan schemes and devices 
for evasion through rate concealment, fees, phony certificate purchases, etc. could sur- 
vive. The law intended exemption only to lending forms for which legislation had 
been adopted, such as banks, building and loan societies, licensed pawn brokers, etc. 

At present there are 36 states which have either adequate small loan laws or 
permit valid, licensed small loan operations. These states contain approximately 80 
per cent of the population. In any of the states lacking a full set of Uniform Law 
provisions, and in the 12 unregulated states, the loan shark is present. Frequently 
the high-rate loan office is a unit of loan shark chains which legal aid societies, better 
business bureaus, junior chambers of commerce, and other public-spirited bodies 
have been trying to eliminate for a quarter century or more. Their success has 
encouraged a group of bold newcomers who find demand for small loans from the 
increasing number of wage earners drawn into the unregulated areas by the rapid 
pace of decentralization and particularly by growing Southern industrialization.’ 

In the 36 regulated states, the supervised lender is available, and the outstanding 
loan balance of licensees is roughly 1.5 billion dollars. There has been a trend in 
these states in recent years toward reduction in rates and increase in the authorized 
maximum loan to keep pace with the rising price level. The calibre of state super- 
visors, while still short of full requirement, has been on the up-grade, and this 
change reflects itself in fewer abuses, better accounting and reporting methods, and 
the raising of standards generally. 


B. Legal Basis of Other Specialized Consumer Credit Agencies 


The potentials of mass production began to be realized during World War I, 
when long before the United States was drawn into the conflict, its industrial system 
was busy with war orders from those countries which were to be our allies later. 
Already the wide demands for automobiles had made possible and profitable the 
use of new techniques of production, which were available for munitions manu- 
facturing. Coincident with, and energized by these new demands for automobiles 
and war goods, came the rise of modern industrial engineering methods, of which 
the most famous at the time was the Taylor System. 

The trend of movement of workers to the cities was therefore accelerated, and 
later the war-developed techniques were so usable in the automobile and other con- 
sumer durable goods industries that the wage earner trek was continued. The 
mass production of automobiles required an efficient scheme of financing pur- 
chases by the wage earner class, which became the best market for the new trans- 
portation. The cost of the auto was so large relative to worker’s cash resources that 
the market for cars could not have been so great without installment financing. 

Does this capsule recounting seem far-removed from the problem of the loan 
shark? 


Hardly. The stimulation of the movement of wage earners to the cities together 


* These twelve states, plus the District of Columbia, are Alabama, Arkansas, Delaware, Georgia, 
Kansas, Mississippi, Montana, North Carolina, North Dakota, South Carolina, Tennessee, and Texas. 
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with the expansion of the automobile market through installment sales also made 
a new market for small loans and extensions of credit of many types. The down 
payments and substantial monthly installments in cash often required the buyer to 
seek other consumer financing. The small loan business felt the impact, of course. 
So did the 20 per cent loan shark, especially the salary buyer. 

But other types of credit-extending agencies, aware of the expanding needs of 
consumers and aware, too, of the relatively small loss from bad debts ratio, also 
geared up to extend credit. 

These agencies are identified and discussed elsewhere in this symposium. 

For the purposes of this paper, it is sufficient to note that during the twenties, 
many banks entered into the small loan field, industrial loan companies and the 
so-called industrial banks, best exemplified by the Morris Plan, extended their opera- 
tions, and sales finance companies began to make consumer loans as well as financing 
paper growing out of sales of automobiles and other consumer goods. There were 
many other proliferations. 

Central to the plans for charging for the use of money or credit was the clear 
recognition that the simple interest rate permitted by usury laws was insufficient, 
except for banks loaning deposit funds in some states. Also, the Uniform Law 
provisions added to the dangers of loaning at rates above the customary rate to 
business by threats to loss of capital and freedom of movement. 

Procedures of these specialized agencies varied from state to state. In some 
jurisdictions they sought and obtained exemption from the small loan law. In 
others, they sought and obtained special enabling acts to gain legitimacy. Usually 
these acts had a minimum of legal verbiage to validate the lending scheme, and a 
minimum of protection for borrowers under the scheme. In no case—not even in 
states where the Uniform Law was not in force—did these enabling acts recognize 
with extra legal safeguards the necessity for protecting all uses of consumer credit. 
Only the Uniform Small Loan Law did this. 

Let it be said that most of the lending by the new agencies, such as the personal 
loan departments of banks, helped to fill a real need at fair rates, thus immensely 
reducing the high-rate potential. 

But since the largest portion of consumer credit was financed under these new 
procedures, and mainly by banking institutions, subsidiaries of established manu- 
facturing businesses, and reputable commercial credit houses, a certain kind of 
validity was given at first to their practices for evasion by lack of clear statement 
of rates charged to users. When a minority took advantage of this validation to 
exact excessive charges, the sheer volume represented substantial loan sharkery. 

As the Guaranty Survey of January, 1953” pointed out in an able article, there 
was no excessive liquidation of consumer credit in the depression years from 1929- 
1934. The ratio between personal income and consumer debt remained almost 
exactly the same. 


*? How Large Is Consumer Credit?, The Guaranty Survey, January, 1953, p. 1 (published by the 
Guaranty Trust Company of New York). 
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But the internal strains and stresses of the period evoked reexamination of con- 
sumer credit practices and legislation. The pressure for lower extra-legal rates de- 
veloped, and the movement to require new uniform small loan licenses to meet re- 
quirements of convenient and advantage gained ground. In the field outside the 
Uniform Law, public opinion—to use a term subsuming all well-intentioned in- 
terests—moved to add to regulatory laws for personal loan departments of banks, 
discount companies, and industrial lenders. World War II caused a temporary let-up, 
but the legislative activities in this field were aggressively begun again in the late 
forties. The new legislation has emphasized the requirement of refunds for prepay- 
ments by borrowers to banks, industrial loan companies, and sales finance com- 
panies, as well as the need for importing into enabling acts some of the borrower 
protections of the Uniform Law, such as honest advertising, etc. 

The history of usury laws and consumer credit is studded with ingenious schemes 
to avoid or evade statutory interest maxima. The recent swell of legislative activity 
has drawn public and court attention to abuses arising from sales of credit insurance 
to users of consumer credit. Independent of any discussion of the economic need 
of a borrower for credit insurance, it is clear that some plans are plain loan shark 
rackets. When sold by a lender, there is duress present, and when the lender ob- 
tains a concealed profit from commissions, on an earned basis, from 40 per cent to 
as much as 80 per cent of the premium collected, no tortured reasoning can divert 
attention from its evident extortionate charge for the use of credit.’ 


C. Summary 


The Uniform Small Loan Law has been effective in providing a system of lending 
for small buyers in most states with large industrial populations. It has been effective 
in ridding many states of the 20 per cent per month loan shark. The law has fallen 
far short as a regulatory act for the newer forms of credit extension gaining momen- 
tum after World War I. Recently, the law’s standards for borrower safeguarding 
are being used as a guide for regulation of all consumer lending. 


II 


Some Economic Factors AFFECTING THE FuTurE oF CoNSUMER CREDIT 
A. Demand for Consumer Credit 

Back in the late twenties, when there were less than half a dozen economists 
observing consumer credit on a full time basis, your author was considered an 
expert. In the absence of official statistics, it was possible to guesstimate that the 
volume of installment financing of sales to consumers outstanding in 1929 was 
roughly 2.5 billion dollars, and that the volume of outstanding cash loans by legiti- 
mate agencies was about 700 million dollars. 

Recently this year the Federal Reserve Board revised its consumer credit statistics 


* For a recent discussion, see Parish, Credit Life, Health and Accident Insurance and the Small Loan 
Industry, 6 N. M. Bus. 3 (CoLLece or Bus. Apmin., U. oF NEw Mexico, JUNE, 1953). 
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and the estimate of outstanding installment credit was increased 2.1 billion dollars 


in the process! 
The figures for June, 1953* show a total of installment credit of $20,489,000,000, 


made up as follows: 


Consumer Credit, by Major Parts (Estimated Amounts Outstanding, 
in Millions of Dollars) 


Installment Credit 


oo eer ee ee 
Other Consumer Goods Paper......... Sak 5,289 
Repair & Modernization Loans.............. Joe ee 
SUM EAE... 5. cee ak . 416 

$20,489 


(The total for all consumer credit was 27 billion dollars in June, 1953) 


For significance, the recent 20.4 billion dollars total needs to be compared with a 
similar figure of 5.5-billion dollars for 1940, 8.9 billion dollars in 1948, and 14.8 
billion dollars in 1951. 

Certainly the consumer has been taking increased advantage of his opportunities 
for credit. One quarter of the total outstanding, or about 5.1 billion dollars, has 
been added since May, 1952, when Regulation W, the consumer credit regulation, was 
suspended. 

Department of Commerce credit experts, reported Business Week recently,” were 
not worried by the high figures, and pointed out that the total is probably about 10 
per cent of income after taxes, while in 1940 the ratio was 10.8 per cent. 

But federal officials responsible for banking, credit and monetary policy have 
been alarmed at the pace and volume of this expansion. The new hard money 
policy has been applied through banking institutions to dampen grants of credit 
to consumer credit agencies. But many of the larger finance companies have access to 
the capital market for sale of their own securities and obtain loan funds independent 
of banks at times. 

It seems probable at this writing that if the rise continues, the Congress will 
be asked to reimpose Regulation W. 

A move to restore federal regulation of the volume of consumer credit would 
rekindle a bitter controversy as to the impact of such credit on the business cycle 
and inflation. The would-be controllers will probably argue again that expansion 
of the consumer sector of credit adds to the spiral of inflation and prevents a decline 
in consumer prices, which have inched up despite declines in farm and other whole- 
sale prices. Argument will be heard that a dampening of consumer credit will 
provide a backlog of deferred consumer demand to help fill in the gap caused by 
an expected decline in business activity. 

* Statistics on Short and Intermediate-Term Consumer Credit, 39 Frp. Res. Buty. 882 (August, 


1953). 
® More Borrowing, Business Week, May 2, 1953, p. 32. 
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The tantalizing temptation to state the rebuttal arguments will be resisted here, 
though the reader can be assured that an ex-bureaucrat who participated in framing 
and administering the war-time Regulation W has heard most of them. Most of 
the pro-control theses, though logical in theory, have yet to be proved, mainly 
because the consumer refuses to be logical. Writing about the instability of con- 
sumer spending, Arthur F. Burns had the following to say: 


Few, if any, economists are any longer disposed to question the capacity of consumers 
to change their rates of spending and saving without prior notice. Indeed, there is some 
danger that the whimsical character of consumer spending will now be as roundly 
exaggerated as was its mathematical determinancy only a short time back. 


One may point out, without being mischievous, that the concern of some federal 
bureaus for the consumer relates to speculation—even though not idle—as to what 
might happen to the credit user in the future. This future of foreboding may be 
distant, imminent, or intermediate. It may see inflation or recession. But one 
thing seems certain: that the consumer as a lump in economic life who uses great 
gobs of another statistical lump called consumer credit is bound to be considered 
somehow. 

Meanwhile, every day, in hundreds of communities, real entities called persons 
are paying exorbitant usurious actual dollars for credit, and these dollars repre- 
sent losses to individual and family living standards. 

The Kansas City Star, August 5, 1953, carried a story headed: 


“LOAN RATES STIR 
Kansas Takes Legal Action Against Forty-Two Companies 
in Five Cities 
‘Up to 1,040 Per Cent’” 

The first paragraph of the article read, “Topeka, Aug. 5:—The state launched 
an all-out effort today to put loan sharks out of business in Kansas.” 

Very commendable. But almost exactly a quarter century ago this writer, as a 
director of the Russell Sage Foundation, was giving assistance to another Kansas 
Attorney General in his helpful drive against loan sharks, and to a committee of the 
legislature considering the Uniform Small Loan Act. The newspaper headlines were 
almost the same. One line from the Star’s recent article is so familiar that it might 
have been lifted intact from the newspaper’s morgue. The present Attorney General 
was quoted as follows: “My office has checked the files in the federal bankruptcy 
court and found hundreds of cases where wage-earners of Kansas have been forced 
to invoke the wage-earner provisions of the bankruptcy statute.” 

The economist might say that the Kansas experience indicates effective demand. 
With knowledge that credit to consumers is available in Kansas cities from special- 
ized agencies at moderate rates, the economist would note that the Kansas market 


® ArTHuR F. Burns, THE INsTABILITY OF CoNsUMER SPENDING 9 (Nar. Bur. Econ. Res., Inc., May, 
1952). 
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for consumer credit is not a pure example of a perfectly competitive market, as 
Theodore O. Yntema pointed out in 1938." 

The social workers would probably agree with the Attorney General’s comment 
that Kansas needs a small loan law. 


B. Changes in the Lending Pattern 

The necessitous borrower was the main reference figure in the drafting of the 
original small loan legislation. Central to the framework of the law was recognition 
that practically all wage and salaried workers had to borrow for emergent purposes 
at times. If a licensed lender were available, loans would be made and repaid with- 
out undue disturbance to the continuity of the life of the borrower. In the absence 
of a legitimate source of credit, persons in need, under compulsion, would turn to 
the loan shark, with additional stresses resulting. 

In the intervening years, persons without bank credit but still not in desperate 
necessities, have grown accustomed to handling many items of family affairs with 
the use of credit. The cost of credit has become a cost of the going business of 
families, and the cost can be ruinous, and so can overloading, particularly when 
an interruption to the high flow income occurs. 

It seems reasonable to state that the protection of the consumer is recognized as 
being tinged with the public interest. In dealing with consumer problems, the 
economist, the government bureau, and the law maker, but less so the business man, 
tend to regard the individual in only part of his many functions. He becomes a 
global statistical unity, reduced often to an average, and appears only as a borrower, 
or a saver, or a person with disposable income, or a retail purchaser, or perhaps 
just some other figure-head. All are useful, all can be dangerous. 

Taken alone, the figures on the rise in borrowing justify uneasiness. Taken 
alone, the ratio of consumer debt to disposable income, or the comforting figures on 
savings are offsets to alarm. 

Neither are directly in point with the central thesis of this paper that many users 
of consumer credit, because of widening and expanding use, taken together with 
the possibility of reduced disposable income, stand in need of additional protection. 
This protection should take the form of (a) improved legislation in most states, and 
(b) adequate legislation where none exists now. 


Is Consumer Debt Too Large? 


The factors provoking the controversy over the volume of debt are important 
to the protection of borrower transactions. 

Considering the economic health of the average individual, the separate averages 
combine to support those who are not disturbed by consumer debt increase. 

Consumer debt is at its peak. The rise, except for short run periods, has not 
out-paced the growth of personal income. The ratio of such debt to disposable in- 
come, though perhaps at its highest, is still not unmanageable in terms of income, 


TYntema, The Market for Consumer Credit: A Case in “Imperfect Competition,” 196 ANNALS 79 
(March, 1938). 
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which is still rising. This ratio cavorts up and down from year to year, and from 
quarter to quarter within the year, without reference to prosperity status. Some- 
times it halves, sometimes it triples from quarter to quarter. 

Nearly one-half of the installment debt was contracted for automobiles, and 
two-thirds was contracted for consumer goods. These, less depreciation, represent 
substantial assets, recognized now by many authorities as true savings, though they 
have limited liquidity for discharging money debts. 

Individuals have savings, too, as offsets to their debts. While it is probably true 
that borrowers who turn to installment credit have lower savings ratios than non- 
borrowers, the liquid savings of borrower groups which have been studied have 
always proved to be substantial and widely-held. 

The use of over-all savings statistics, which show the average American is a 
steady saver, is dangerous in the sense expressed earlier in this article. Over a period 
of sixty years the secular rate of growth in savings has been similar to national in- 
come. But each year has been higher or lower than the previous year by 50 per 
cent! The top 1o per cent of the income units, however, accounted for 80 per cent 
of the savings, and this top group cannot be said to have acquired 80 per cent of the 
consumer debt. 

There are changing patterns in American life which vitally affect the motives for 
personal savings and most of these changes undoubtedly will alter and are altering 
the propensity of the individual to expand his credit obligations.® 

One is the result of compulsory saving for governmental unemployment and old 
age insurance, and the spread of private insurance and pension plans. 

Another has been the increasing emphasis on ownership of consumer durable 
goods, such as automobiles, and on ownership of homes. The increase in the pro- 
portion of families living in owned homes was from 37 per cent in 1900 to 46 
per cent in 1930 and 54 per cent in 1950. 

In addition, there is noticeably less emphasis on leaving a substantial estate. 

Where these three factors are in combination to afford a greater sense of security 
to the individual, and there are expectations of continued high-level income, it would 
seem that greater use of credit would result, such as for home repair and moderniza- 
tion loans, and for those new durables which can be had for use at once on the 
installment plan. 

C. Consumer Choice 

Some part of the answer as to the shape of consumer-credit things to come is 
hinged to the individual’s ability, in his capacity as borrower, to exercise intelligent 
judgments. We have noted that a great part of credit extension today cannot be 
classed as “necessitous loans.” Will the borrower, fortified by his savings, his share 
in social security, and his low ratio of credit needs to disposable income, soon 
reach that happy stage where the state no longer needs to afford special protections? 


* Credit is due from the writer to R. W. Goldsmith's unpublished memoranda on savings. 














Tue Future oF THE Loan SHARK AND ConsuMER CrepiT AGENCIES 135 


Can we soon come to rely only on the usual protections of the market place of 
prohibitions against misbranding, false advertising, and fraudulent practices? 

The prospect is not that bright. 

As Arthur F. Burns® has pointed out the consumer is rarely a heroic figure. 
Until recently in economic thought he was the creature of a demand curve, where 
the “universal rule” was that the lower the price of a commodity the larger the 
amount which the public will seek to purchase. As Burns states, the Great De- 
pression paved the way for a major shift in this economic theory. Prices did decline, 
but larger purchase possibilities were swamped by the opposing effect of declining 
income. 

It remained for Keynes, with his thesis of the propensity to spend, to declare 
as a “fundamental psychological law” that “men are disposed, as a rule and on the 
average, to increase their consumption as their income increases, but not by as much 
as the increase in their income.” 

Soon the new economists, preoccupied by the deficiencies in aggregate spending 
of the thirties, had dropped all Keynesian qualifications. In theory, consumers 
again became creatures of habit, whose spending and savings were mathematical 
functions of income. 

In the post-World War II world, the consumer rejected this captive role, and 
responded to many influences which are now being identified and studied. 

Burns used the term “whimsical,” to describe consumer spending, which might 
imply a measure of choice. 

Certainly the consumer, as saver, played hob with the ratio of savings to dis- 
posable income. In 1947, when income went up, savings went down, and sometimes 
he was a dissaver, which is a nasty word even outside of Vermont. And in 1951, 
when wholesale prices seemed on the toboggan, personal saving was over g per cent 
of disposable income. 

As income receiver, he had less to spend in 1949 than he did in 1948, and he spent 
more in 1949. 

A mathematical formula summed up effectively the forces impinging on the 
volume of installment credit before 1941, but was quite ineffective for post-war condi- 
tions.’° 

A new term, “consumer discretionary spending power,” was suggested to describe 
the volume of disposable income remaining after cost of food, clothing, housing, and 
household operation. This was said to have increased five-fold since 1940, leaving 
the individual a greater range of choice, which presumably accounts for some devia- 
tions in traditional consumer behavior. Since the ratio of consumer credit to dis- 
cretionary income was 31 per cent in 1940, and 18 per cent in 1952, it was suggested 
that consumer credit could expand 75 per cent without getting over extended!" 


® THe INsTABILITY OF CoNSUMER SPENDING, op. cit. supra note 6. 

© KissELGOFF, Factors AFFECTING THE DEMAND FOR CONSUMER INSTALMENT CREDIT, TECHNICAL 
Paper No. 7 (Nar. Bur. Econ. REs., 1952). 

See Tide, August 29, 1953, p. 22 (published by the Billboard Publishing Co., Cincinnati, Ohio). 
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The foregoing examples are not intended to be facetious or tendentious. Nor 
are they offered as proof that the consumer, in his whole set of functions, has at- 
tained freedom of choice. Burns would call most of these examples “jumps” which 
defy any equation. Some may be responses to postponed demand, or vagrant effects 
of a rapid inflation which has not completely worked itself out. 

Undoubtedly the consumer, as householder, has achieved a certain choice of 
timing in the purchase of household inventories, and has some independence from 
the rigid spending-to-income formula. 

But the savings ratio to national income, despite its “jumps,” is confidently ex- 
pected by students to conform to the long-term pattern. 

And when borrowers increased their installment credits by 5 billion dollars in 
the year after May, 1952, they were responding in typical fashion. Lenders were 
free to lower down-payments and extend the length of the loan. Since income was 
rising, and there existed no consumer expectation of decline, then sales volume of 
durables could be increased as of yore. It has yet to be shown that the making of 
more attractive loan rates will add to more installment sales in a period of declining 
employment and payrolls. 

In the Great Depression, despite the maintenance of the ratio between personal 
income and consumer debt, many borrowers were hurt by oppressive lender tactics, 
and there is no reason to believe the same would not happen again if the economy 
went into a tail-spin. 

While borrowers, through widened use of multi-form credit, have become more 
sophisticated, it seems clear from recent records of overreaching, and the existence 
of high-rate loan sharks in many states, that corrective legislative regulation, and 
not relaxation, is needed in the days ahead. The inequality of bargaining power of 
the borrower in most consumer credit transactions persists as the mark distinguishing 
it from the purchase of commodities and services. 


IV 


Tue Future of ConsuMER Crepit REGULATION 

Any forecast as to the future contour of personal credit regulation will contain 
some part of projection of strong movements now under way, some part of pure 
guesstimate, and several dashes of hope. The hope will dash better if it is not 
chilled by remembrance of the almost incredible power wielded at times by loan 
sharks in fending off legislation. 

There is no uniform pattern of regulation, and the state by state approaches to 
change seem directed by a state right to be different. 

Meanwhile most of the subterfuges and concealments intended to prevent the 
borrower from knowing the truth about his transaction are persisting, and new 
guises for collecting more interest revenue, such as credit insurance, are gainin, 
ground. 

There is little reason to believe that the growth of use of consumer credit will 
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not continue, since this use has become an accepted part in family living and house- 
hold management. And it is not too daring to venture that the percentage of dis- 
posable income so employed will go above the top limit which some federal 
authorities seem to regard as a maximum. If there are good standards of borrower 
protection, if the security of individuals continues to grow, and if the thesis of the 
Full Employment Act assures steady employment in practice, there should be no 
grave danger of overloading. Certainly there are many benefits now denied to low 
and medium income families by lack of finance, such as higher education of chil- 
dren, which rank as great as home modernization in the scale of satisfactions. 


Public and Business Support 


Passage of practically all satisfactory state loan regulation was accomplished 
with the support of (a) social agencies, (b) business groups interested in fostering 
decent business, (c) reputable loan companies prepared to do business under regula- 
tion, and (d) legislators who realized the need for special legislation. 

In some states the help of the railroads, whose employees were harassed by salary 
buyers, was a great advantage, and in some admittedly their assistance had no 


strength. 
At all times the legal aid societies, the better business bureaus, the junior cham- 


bers of commerce, and the junior bar associations, gave the type of professional, in- 
formed aid that could not be had otherwise. 

It is not too much to expect that banks, insurance companies, business men’s 
associations of all types would support better legislation. 

Since most of the unregulated states are in the South, there is a possibility that 
old and new industries would join in campaigns. 

In recent years, the licensed lenders seem to have avoided conflict with the loan 
sharks in the courts or in the legislative halls. No group has a larger stake in the 
integrity of small loan legislation—no group can testify better as to its worthiness. 

Leadership is needed, of course, to rally all these forces, and to set a standard for 
standards. 

Legislation 

Judging mainly by the heat engendered in anti-loan shark campaigns, new 
legislation will be considered first in Texas, Kansas, and Arkansas, but the remain- 
ing g states without some form of small loan statute will be considering legislation 
soon. 

Texas and Arkansas are states which have constitutional limits on interest, 
in addition to Oklahoma and Tennessee. This has been a barrier to high-rate 
lenders. Though amendment of the constitution is a long process, it is reasonably 
evident that the states will consider changing their constitutions to permit regulated 
lending at workable rates. 

Public awareness to the need for regulation seems to have been awakened from 
the doze of the forties; and much livelier legislative campaigning seems sure. Cam- 
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paigns will be organized separately, but one dares to hope that some time soon 
the work of eliminating the remaining loan sharks and providing decent credit 
will be made easier by (a) the pooling of energies and know how by all interested 
agencies, and (b) adoption of a set of standards and principles applicable to all 
forms of consumer credit extension. This may be visionary as to expectation— 
it would be extraordinarily effective in practice. 

For the near future, there will be piecemeal and patchwork legislative efforts, 
both as to the uniform or similar small loan laws and the special enabling acts 
for discount loan companies. There will be legislative proposals to legalize credit 
insurance lending and proposals to outlaw it for licensees. 

How much better if the experience and knowledge of several years could be 
brought to bear on the preparation of a consumer credit code? 
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